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TAX ADVANTAGE IN FARMING BEFORE AND
AFTER THE TAX REFORM ACT OF 1969:
HOW MUCH REFORM?
HUGH B.MUIR

Reform of our Federal income tax system is long overdue.
Special preferences in the law permit far too many Americans to pay
less than their fair share of taxes. Too many other Americans bear
too much of the tax burden.
This Administration, working with the Congress, is determined to
bring equity to the Federaltax system. Our goal is to take important
first steps in tax reform legislation during this session of the Congress. 1

The "important first steps" 2 in federal tax reform legislation are
reflected in the Tax Reform Act of 1969, signed by the President on
December 30, 1969.' Whether they bring more equity to the federal
tax system will be debated in the months, and perhaps years, to
come. 4 Not open to debate, however, is the effect of the Reform
Act, for better or for worse, on the pocketbook of almost every
taxpayer and taxpayer group in the nation. Farmers' are no exception.
1. President's 1969 Tax Message, included in the record of Hearings on the Subject of
Tax Reform Before the House Committee on Ways and Means, 91st Cong., 1st Sess., pt. 14,
at 5047-49 (1969) [hereinafter cited House Hearings On Tax Reform].
2. The Treasury acknowledges that its goals for tax reform have been only partially
achieved. Among the subjects for possible future reform are taxation of foreign income,
deferred compensation, professional corporations, pension and profit sharing plans, estate
and gift taxes, cooperatives and tax simplification. See remarks by Edwin S. Cohen, Assistant Secretary of the Treasury for Tax Policy, before the American Bar Ass'n Nat'l
Institute on Tax Reform, San Juan, P.R., Jan. 23, 1970, 23 The Tax Lawyer 417 (1970).
3. Pub. L. No. 91-172 (Dec. 30, 1969) (1 U.S. Code Cong. & Ad. News 509 (1969))
[hereinafter referred to as the Reform Act].
4. "Since taxation affects so many wallets and pocketbooks, reform proposals are bound
to be controversial. In the debate to come on reform and in the even greater debate on
redirection, the nation would best be served by an avoidance of stereotyped reactions. One
man's 'loophole' is another man's 'incentive.' Tax policy should not seek to 'soak' any group
or give a 'break' to any other-it should aim to serve the nation as a whole." President's
1969 Tax Message, supra note 1, at 5049.
5. The classes of businesses and taxpayers to which the terms "farm" and "farmer" refer
are adequately defined for purposes of this article by Treas. Reg. § 1.61-4(d) (1957):
(d) Definition of "farm." As used in this section, the term "farm" embraces
the farm in the ordinary accepted sense, and includes stock, dairy, poultry,
fruit, and truck farms; also plantations, ranches, and all land used for farming
operations. All individuals, partnerships, or corporations that cultivate,
operate, or manage farms for gain or profit, either as owners or tenants, are
designated as farmers.
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One tax preference 6 with which Congress and the Administration
came to grips has been broadly characterized as "farm losses", a term
which refers to substantial tax advantages resulting from the combined application of special liberal farm accounting rules and capital
gains treatment on the sale of certain farm prooerty.7 The purpose
of this paper is to examine the "farm loss" and other provisions of
the Tax Reform Act of 1969 which have specific application to
farmers to determine the impact of such provisions on the large
majority of working farmers who do not have substantial amounts of
nonfarm income, and to evaluate such provisions in terms of their
effectiveness as true tax reform measures.8
Before considering the 1969 legislation, however, one must understand the nature and operation of the special farm accounting rules,
their relation to the gain realized on subsequent disposition of related farm property, and the resulting tax consequences.
Part I
TAX ADVANTAGES IN FARMING PRIOR TO THE REFORM ACT
A. The Tax Advantages in Perspective

Any tax conscious taxpayer seeking to minimize his tax burden
will do so either by (1) deferring the recognition of income or accelerating the recognition of expenses and losses so as to postpone
his tax liability, or (2) qualifying his income for taxation at a re6. "Tax preference" is the term used by the Treasury and Congress to describe a particular tax provision or tax consequence which was the object of a tax reform measure. See
House Hearings on Tax Reform, supra note 1, pt. 14, at 5059-478; H.R. Rep. No. 91-413
(Part 1), 91st Cong., 1st Sess. (1969) [hereinafter, H.R. Rep. No. 91-413 (Part 1)] ; S. Rep.
No. 91-552, 91st Cong., 1st Sess. (1969) [hereinafter, S. Rep. No. 91-5521. See also L.
Eisenstein, The Idealogies of Taxation 193 (1961):
There are enough words to please everybody who wishes to appear impersonal
and detached. Instead of loopholes the enlightened now speak of "erosions"
of the tax base. Or they refer to special treatments and special provisions,
special deductions and special exclusions, special exceptions and special
accommodations, differentials and preferentials, discrepancies and discriminations, openings and leakages, tax shelters and tax havens, tax favors and tax
advantages, tax mitigations and tax concessions. All these words, as well as
others now in fashion, disclose a marked capacity for devising polite
synonyms. They produce an air of impartial judgment. To call percentage
depletion a loophole is to indulge in a personal prejudice. To call it an erosion
is to make an objective appraisal.
The implications for farmers of the debates over the "comprehensive income tax base" and
the "tax expenditure budget" are considered in Part 111, infra.
7. House Hearings on Tax Reform, supra note 1, pt. 14, at 5177-87; H.R. Rep. No.
91-413 (Part 1) supra note 6, at 62-71; S. Rep. No. 91-552, supra note 1, at 95-107.
8. Changes made by the Reform Act in the tax treatment of taxpayers who are engaged
in farming, but not for profit, are not considered in this paper. Such changes, applicable to
hobby losses in general, are reflected in § 213 of the Reform Act supra note 1.
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duced or preferential rate so as to reduce his tax liability. Farmers
have in the past been afforded special opportunities to accomplish
both of these goals-tax deferral and tax reduction. Before examining
these special opportunities in detail, however, an overview of their
tax saving potential for the farmer would seem appropriate.
1. Tax Deferral.-Postponement of a tax liability, or tax deferral,
is analogous to an interest free loan by the Government for the
period of postponement. The taxpayer in a stable or expanding business may find it possible to continue or renew the tax deferral from
year to year at the same or an increasing level so that the interest free
loan in effect becomes permanent-tantamount to an absolute tax
reduction in the amount of the tax liability permanently
postponed. 9
The cash receipts and disbursements method of accounting affords
a taxpayer maximum flexibility and opportunity to defer tax
liabilities by controlling the timing of his income and deductions.' 0
Use of the cash method is generally permitted all taxpayers for
whom the production or sale of merchandise is not a material income
producing factor. Unlike other taxpayers, however, farmers are permitted to use the cash method even if the production or sale of
merchandise (e.g., crops and livestock) is a material income producing factor. Thus, when inventories are a material income
producing factor, the non-farmer may deduct the costs of merchandise only in the accounting period in which the income from its
sale is realized, i.e., costs attributable to unsold goods on hand at
year end may not be deducted until the goods are sold. In contrast, a
farmer using the cash method may ignore his year end inventory of
crops, livestock, et cetera, take an immediate deduction for the costs
attributable thereto and postpone reporting any income until he sells
and is paid for his inventory in a later year. A farmer using the cash
method thus has the advantage of deducting the cost of his farm
9. A taxpayer, for example, whose tax liability is consistently understated.each year by
reason of undervaluation of inventory will avoid tax on the amount of such undervaluation
until the inventory is liquidated in a taxable transaction. If he dies before liquidation occurs,
the income tax will be permanently avoided because his successors in interest will acquire a
stepped up basis in the inventory at his death. Int. Rev. Code of 1954, § 1014(a).
10. Under the cash receipts and disbursements method of accounting, items of income
are generally reported only when actually or constructively received in cash or its
equivalent, and items of deduction are reported only when actually paid. Under the accrual
method, items of income are reported when all events have occurred which fix the right to
receive the income and the amount thereof can be determined with reasonable accuracy; an
expense is deductible when all events have occurred which determine the fact of liability
and the amount thereof can be determined with reasonable accuracy. Treas. Regs.
§ § 1.446-1(c)(1957), 1.451-1(a)(1957), 1.461-1(a)(1959). Receipt and payment are thus
the tax significant events under the cash method, whereas the earning of income and
incurring of expense are the tax significant events under the accrual method.
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products in advance of their actual sale with a consequent temporary
reduction of his tax liability, or tax deferral. To the extent that from
year to year the farmer liquidates one inventory through sale, but
replaces it with a new inventory, the tax deferral tends to become
permanent.' 1
Tax deferral also results when a taxpayer is permitted to recover
the cost of a capital asset, through tax deductions, over a shorter
period of time than the useful life of the asset. Accelerated depreciation is an example of such a privilege generally available to all taxpayers. Farmers have been accorded special prvileges, however, in
that they have been permitted to deduct as current expenses certain
expenditures which under generally accepted tax accounting principles should be capitalized as part of the cost of assets used in the
trade of business (e.g., cost of raising livestock held for draft breeding or dairy purposes, preproductive period farm development costs,
soil and water conservation expenses, and land clearing expenditures). The premature deduction of such costs also results in a postponement or deferral of tax liability. If the expenditures relate to
land, which is not depreciable, the deferral is total and permanent,
unless and until the land is disposed of prior to the farmer's death.
2. Tax Reduction.-Tax reduction results from the combined
operation of the rules allowing farmers current deductions for certain
capital expenditures (as above) and capital gains treatment for the
proceeds of sale of the assets to which the expenditures relate. Thus,
11. A comparison between the use and non-use of inventories over a three-year period is
summarized below for a simple case in which it is assumed that a farmer produces his
product at a cost of $800 per unit, sells it for $1,000 per unit, and is subject to income tax
at a flat rate of 20%; the unsold inventory on hand, valued at cost, at the end of the years 1,
2, and 3 is assumed to be 6 units, 8 units and 8 units, respectively.
Year
(2)

(1)

(3)

Total

With Inventories
Income
Expenses
Opening inventory
Current costs
Ending inventory
Net
Taxable income
Tax-20%

$24,000

$44,000

$38,000

-024,000
(4,800)
19,200
4,800
$ 960

4,800
32,000
(6,400)
30,400
13,600
2,720

6,400
32,000
(6,400)
32,000
6,000
1,200

$4,880

Without Inventories
Income
Expense
Taxable income
Tax- 20%

$24,000
24,000
-0-0-

$44,000
32,000
12,000
2,400

$38,000
32,000
6,000
1,200

$3,600

Tax Deferral

$

960

$

320

-0-

$1,280
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the deductions are offset against ordinary income while the gain on
sale (usually the entire sales price because the full cost of creating the
asset has previously been deducted against ordinary income) represents capital gain. The effect is to convert ordinary income into
capital gain, with a consequent reduction in tax liability equal to the
differential tax rate multiplied by the amount allowed as a current
deduction which, under normal tax accounting principles, would
have been considered the adjusted basis of the asset when sold.
The special farm accounting rules have a two-fold effect: (1) they
permit tax deferral through the allowance of current deductions for
costs which would ordinarily have to be capitalized and (2) they
permit tax reduction through the conversion of ordinary income into
capital gain if the asset to which the currently deducted costs relate
is eligible for capital gains treatment when sold. In view of their
impact, these special rules will be described in detail in the discussion
which follows.

B. Summary of Special Farm Accounting Rules
1. Optional Use by Farmers of the Cash Receipts and Disbursements Method of Accounting.-Implicit in the rules relating to accounting methods is the requirement that the method used must
clearly reflect income. 1 2 In recognition of this principle, the income
tax regulations require that an inventory method of accounting be
adopted in all cases in which the production, purchase or sale of
merchandise of any kind is an income-producing factor." 3 Notwithstanding this mandate, farmers have for more than half a century
been permitted to elect either an inventory method or the cash receipts and disbursements method of accounting. 1 4 This "special
dispensation" to farmers and ranchers "represents an historical con12. The regulations in fact provide that "no method of accounting is acceptable unless,
in the opinion of the Commissioner, it clearly reflects income ....
.
Treas.
Reg.§ 1.446-1(a)(2) (1957).
13. Treas. Reg. § 1.471-1 (1958). In addition to the strict cash and accrual methods of
accounting, the statute and regulations also permit the use of certain combination or hybrid
methods of accounting, the most common being one under which all purchases and sales of
merchandise are reported on the accrual method and all other items of income and expense
are reported on the cash method. Int. Rev. Code of 1954, § 446(c)(4); Treas. Reg.
§ 1.446-1(c)(iv)(a) (1957). A farmer producing crops which take more than a year to raise
may use the crop method, under which all deductions are deferred and taken in the year in
which the gross income from the crop is realized. Treas. Reg. § 1.162-12 (1958). Use of the
crop method is not common because few crops take a year to mature.
An "inventory method" is any method of accounting in which inventories and inventory
valuations are employed in the calculation of gross income. Such term would include the
strict accrual method as well as any acceptable hybrid method of accounting.
14. United States v. Catto, 384 U.S. 102, 110, n. 13 (1966); Treas. Reg. § 1.471-6(A)
(1958).
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cession by the Secretary and the Commissioner to provide a unitary
and expedient bookkeeping system for farmers and ranchers in need
of a simplified accounting procedure."' '
Election of an accounting method, once made, is binding for all
subsequent taxable years unless the Commissioner consents to a
change.'6 During a period of years prior to 1953, numerous accrual
basis livestock raisers, in order to obtain the maximum tax advantage
from the sale of dairy and breeding livestock on a capital gains basis,
unsuccessfully sought the Commissioner's permission to change to
the cash method.' 7 However, in May, 1953, the Treasury apparently
abandoned its practice of refusing requests by livestock raisers to
shift from the accrual method to the cash method.' 8
It seems reasonable to infer, therefore, that most farmers are
availing themselves of the tax advantages inherent in the use of the
cash method of accounting.
2. Liberal Inventory Methods for Farmers.-A farmer using an
accounting method other than the cash method, i.e., an accrual or
hybrid method requiring the use of inventories, has also benefitted,
though less dramatically, from a liberalization of the tax accounting
rules. He may value his inventories under any of four alternative
methods: ' 9
(1) Cost. This is a traditional valuation method available to all
accrual basis taxpayers. For farmers, cost includes the purchase
price, if any, of inventory items plus the actual costs of production. Use of this method may be objectionable to farmers because of the difficulties encountered in determining and allocating costs.
(2) Lower of cost or market. This is the method most often
used by accrual basis taxpayers; for farmers, however, it is subject to the same objections as the cost method.
(3) Farm-price method. Under this method each item is valued
at market less the estimated direct costs of disposition. Use of
this method will result in acceleration of income in a rising
market. Because of its simplicity, however, it is more commonly
used than cost or lower of cost or market.
(4) Unit-livestock-price method. This method is available only
15. United States v. Catto, 384 U.S. 102, 116 (1966).
16. Int. Rev. Code of 1954, § 446(e).
17. Letter from John W. Snyder, Sec. of the Treas., to Walter F. George, Chairman,
Comm. on Fin., U.S. Senate, Jun. 27, 1952, in 98 Cong. Rec. 8307-08 (1952).
18. 3B J. Mertens, Law of Federal Income Taxation 781 n. 22 (rev. ed. Malone 1966).
19. Treas. Regs. § § 1.471-2 to -4, -6 (1958); Internal Revenue Service, Pub. No. 225,
Farmers Tax Guide 24 (1969) [hereinafter cited as Farmers Tax Guide].
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for livestock and, if used, all raised livestock must be included
in inventory. Under this method, livestock is grouped according
to kind and age, and a standard unit price (designed to approximate normal costs incurred) is used for each animal within
a class or group. It is by far the most commonly used method of
valuing livestock. Inasmuch as unit prices and classifications,
once established, cannot be changed except with consent of the
Internal Revenue Service, they tend to become static so that as
a practical matter the use of this method will result in undervaluation during periods of rising prices.
The farm-price method and unit-livestock-price method are
authorized by the Treasury Regulations "[b] ecause of the difficulty
of ascertaining actual cost of livestock and other farm
products.... 20 To further simplify record keeping by livestock
raisers, farmers may inventory livestock held for draft, breeding or
dairy purposes (and, as noted above, they must inventory all raised
livestock under the unit-livestock-price method) in the same manner
as livestock held primarily for sale to customers. 2'
A farmer may not inventory growing or standing crops, ostensibly
because of the difficulty of determining their value and amount with.
any degree of accuracy. 2 Inventory methods, therefore, are of
principal importance to livestock raisers, because crop raisers will
usually sell their crops immediately upon harvesting them (especially
if the crops are perishable) and hence will have no inventories on
hand at year end.
3. Allowance to Farmers of Current Deductionsfor Expenditures
Normally Chargeable to Capital Account. -There are advantages to
be derived from the allowance of current deductions for expenditures normally chargeable to capital account-deductions which
often are available to farmers irrespective of the accounting method
employed. The current expense-capital expenditure distinction, and
the special treatment accorded farmers in this regard, may be set in
perspective by the following excerpt from the opinion of the United
2 3
States Supreme Court in United States v. Catto:
The general and long-standing rule for all taxpayers, whether they
use the cash or accrual method of accounting, is that costs incurred
in the acquisition, production, or development of capital assets, inventory, and other property used in the trade or business may not be
20. Treas. Reg. § 1.471-6(c) (1958).
21. Farmers Tax Guide 24 supra note 19.
22. Id.; I.T. 1368, 1-1 Cum. Bull. 72 (1922); Commissioner v. South Lake Farms, Inc.,
324 F.2d 837 (9th Cir. 1963); cf Rev. Rul. 64-148, 1964-1 (part 1) Cum. Bull. 168.
23. 384 U.S. 102, 109-10 (1966).
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currently deducted, but must be deferred until the year of sale,

when the accumulated costs may be set off against the proceeds of
sale. Under general principles of accounting, therefore, it would be

expected that expenses incurred by ranchers in raising breeding livestock should be charged to capital account, even though the ranchers

employed the cash method of accounting.
The Court might well have applied its logic not only to costs of
raising breeding livestock but also to costs of raising or producing
other livestock and crops, costs of developing farms, orchards, and
ranches, and expenditures for soil and water conservation, fertilizer
and other soil conditioners and clearing of land. Yet the cash method
farmer, and often the accrual method farmer, is entitled to current
expense deductions for expenditures in each of these categories, as a
result of either long-standing administrative rules and regulations or
specific statutory provisions. Such deductions afford farmers a significant tax advantage, in the form of tax deferral, over other taxpayers; to a lesser degree, cash method farmers share the same advantage over accrual or hybrid method farmers. If, as is often true,
capital gains are recognized on the sale or exchange of the assets to
which the expenditures relate (see Part I.B., infra), the result is not
merely tax deferral but also ultimate absolute tax reduction.
a. Raising or production costs.-At least since 1919 the
Treasury Regulations have granted a current deduction for the purchase of feed and other costs connected with raising livestock regardless of the purpose for which the animals are raised or the farmer's
method of accounting. 2 4 Unless the farmer is on the "crop method,"
he may also deduct as expense for the year of purchase the cost of
seeds and young plants which are purchased for further development
and cultivation prior to sale in later years provided only that he does
so consistently from year to year.2
As heretofore discussed, the effect of allowing the cash method
farmer current deductions for all raising or production costs is, of
course, to accelerate deductions and produce a zero income tax basis
in the property subsequently sold. A farmer on an inventory method,
on the other hand, will have his current deductions offset in whole or
in part by the annual increment in inventory value of livestock and
crops (if any) on hand at the close of the taxable year, so that he will
derive a similar tax advantage only to the extent that the raising or
production costs of his livestock or crops on hand exceed their inventory value. He has an incentive, therefore, to establish as low an
24. Id., at 110 and n. 13; Treas. Reg. § 1.162-12 (1958).
25. Treas. Reg. § 1.162-12 (1958).
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inventory valuation as possible, especially for livestock which are
likely to produce capital gains when sold.
A farmer using the unit-livestock-price method must include all
raised livestock in inventory, regardless of whether held for sale or
for draft, breeding, or dairy purposes. This rule appears to be inapplicable, however, to farmers using other inventory methods. They
would seem to be entitled to omit their draft, breeding or dairy
livestock from inventory and obtain the benefit of full current
deductions for the raising costs attributable to such animals.2 6
Livestock purchased for draft, breeding, or dairy purposes may be,
but are not required to be, included in inventory under the unitAll farmers other than those who have
livestock-price method.2
elected to inventory such purchased livestock under the unit-livestock-price method are required to capitalize the purchase price,
which can then be recovered through annual depreciation deductions.2 8 The cost of raising animals which were immature at time of
purchase qualify for current tax deduction; however, annual deductions for depreciation attributable to the original purchase price may
not be claimed until the particular animal or animals in question have
reached maturity.' 9
b. Development costs incurred during pre-productive period.Another long-standing provision of the Treasury Regulations in
effect gives the farmer an option either to capitalize or deduct as
current expenses amounts expended in the development of farms,
orchards, and ranches prior to the time when the productive state is
reached. 3 0
Prior to 1946, many farmers and their tax advisers were under the
impression that the option permitted them to deduct expenditures
which were inherently capital in nature. The rule was clarified in
Mimeograph 6030,' 1 however, to distinguish preparatory expenditures, which must be capitalized in all events, from expenditures
representing ordinary and necessary expense items, which can be
capitalized or expensed at the farmer's option. The nondeductible
category includes pre-productive period expenditures for:
the cost of clearing brush, trees and stumps; leveling and condi26. Support for this position is developed more fully in Davenport, A Bountiful Tax
Harvest, 48 Tex. L. Rev. 1, 12 n. 33 (1969).
27. Treas. Reg. § 1.471-6(g) (1958).
28. Id.; Treas. Reg. § 1.61-4 (1957); Treas. Reg. § 1.162-12 (1961).
29. Treas. Reg. § 1.471-6(g) (1958).
30. Treas. Reg. 62, art. 110 (1922); Treas. Reg. § 1.162-12 (1961); t.T. 1610, 11-1 Cum.
Bull. 85 (1923).

31. 1946-2 Cum. Bull. 45.
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tioning land; the cost of trees and the planting of trees; drilling and
equipping wells; building irrigation canals and ditches; laying irriga-

tion pipes; installing drain tile or ditches to prevent erosion;
straightening creek beds to correct erosion; constructing earthen,

masonry, or conxrete tanks, reservoirs, dams, or ditches; building
roads; and the cost of physical equipment having a useful life in
excess of one year.
The deductible category includes expenditures incurred "as an incident of current operations, such as upkeep of a grove or orchard,
taxes, water for irrigation purposes, and cultivation and spraying of
trees ....

" 2

Subsequently, specific statutory provisions were enacted which
give the farmer an option, within prescribed limits, to deduct as
current expense certain expenditures which would otherwise be considered within the category of true capital expenditures of the type
described above. These are sections 175, 180, and 182 of the Internal
Revenue Code, providing special tax treatment for soil and water
conservation expenditures, fertilizer, etc. expenditures, and land
clearing expenditures, respectively.
c. Soil and water conservation expenditures.-In J. H. Coilingwood,3 the Tax Court held that the terracing of a productive farm
to prevent soil erosion was a current expense, at least where the value
of the land was not increased. As a general rule, however, the Internal Revenue Service took the view that expenditures of this nature
normally do increase the value of the property and therefore should
be capitalized. 3 Since land is not depreciable, the result in the usual
case was to postpone any recovery for tax purposes until the land
was sold.
Apparently to remove any uncertainty as to the proper tax treatment, and to encourage sound conservation practices, Congress
added a new section 175 when it enacted the Internal Revenue Code
of 1954.' ' Section 175 allows the farmer to elect to deduct, within
specified limits, "expenditures which are paid or incurred by him
during the taxable year for the purpose of soil or water conservation
in respect of land used in farming, or for the prevention of erosion of
land used in farming." The principal conditions and limitations under
section 175 may be summarized as follows:
(1) The items subject to the expense election are "expenditures
32. Id., at 46.
33. 20 T.C. 937 (1953).
34. Rev. Rul. 54-191, 1954-1 Cum. Bull. 68; cf. Beltzer v. United States, 59-2 U.S. Tax
Cas. 9701 (D. Nebr. 1959).
35. H.R. Rep. No. 1337, 83rd Cong., 2nd Sess. (1954) (3 U.S. Code Cong. & Ad. News
4053 (1954)).
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paid or incurred for the treatment or moving of earth, including
(but not limited to) leveling, grading, and terracing, contour
furrowing, the construction, control, and protection of diversion channels, drainage ditches, earthen dams, watercourses,
outlets, and ponds, the eradication of brush and the planting of
windbreaks." 3 6 On the other hand, not included are expenditures for depreciable assets3 or expenditures which are deductible without regard to section 175.' 8
(2) The election is available only to a taxpayer "engaged in the
business of farming" for qualified expenditures with respect to
' 39
"land used in farming.
(3) The election must be made for the first taxable year for
which qualified expenditures are paid or incurred; otherwise,
the election may be made or changed only with the consent of
the Commissioner.4 0
(4) The deduction on account of qualified expenditures may
not exceed 25 percent of the farmer's "gross income derived
from farming" during the taxable year. 4 ' Any excess may be
carried over and deducted in succeeding years in order of time,
but the amount so deductible, when combined with the qualified expenditures for the succeeding year, may not exceed 25
percent of the gross income derived from farming for that
year. 4 2 This limitation is intended to "prevent current deductions for substantial investments in farm lands of funds obtained from sources other than farming." 4
Many of the expenditures described and held to be of a capital
nature in Mimeograph 6030, supra, qualify for the expense election
under section 175. The breadth of a farmer's opportunities to
achieve tax deferral, and perhaps conversion of ordinary income into
capital gain, was thus greatly enlarged.
36. Int. Rev. Code of 1954, § 175(c)(1); for more detailed definition, see Treas. Reg.
§ 1.175-2 (1957). The election also applies to (1) that part of assessments levied by a soil or
water conservation or drainage district to reimburse it for its expenditures which, if paid or
incurred by the taxpayer directly, would be deductible under § 175, and (2) assessments for
depreciable property used in the levying authority's business, but generally only to the
extent that taxpayer's share of the assessment does not exceed 10 percent. Int. Rev. Code of
1954, § 175(c)(1).
37. Int. Rev. Code of 1954, § 175(c)(1)(A).
38. Int. Rev. Code of 1954, § 175(c)(1)(B).
39. Int. Rev. Code of 1954, § 175(a). See Treas. Reg. § 1.175-3, -4 (1957) for detailed
definitions of "the business of farming" and "land used in farming."
40. Int. Rev. Code of 1954, § 175(d), (e).
41. Int. Rev. Code of 1954, § 175; Treas. Reg. § 1.175-5.
42. Id.
43. H.R. Rep. No. 1337, 83rd Cong., 2d Sess. (1954) (3 U.S. Code Cong. & Ad. News
4054 (1954)).
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d. Expenditures for fertilizer, lime, etc. -Section 180 of the
Code was enacted in 19604 4 to counteract efforts by the Internal Revenue Service to challenge deductions for lime and fertilizer on
the ground that the benefits extend beyond a period of one year and
therefore the costs should be capitalized and recovered through
amortization over the period of benefit. 4 1 In authorizing the election to expense "expenditures (otherwise chargeable to capital account) ... for the purchase or acquisition of fertilizer, lime, marl, or
other materials to enrich, neutralize, or condition land used in farming, or for the application of such materials to such land," the Senate
Finance Committee observed that for many years it had been the
universal practice for farmers to deduct such costs; that Congress
intended such costs to be treated as business expenses; and that the
new provision was merely declaratory of existing law.4 6
To qualify for deduction under section 180, an expenditure must
be for materials to enrich, neutralize or condition land used (before
or simultaneously with the expenditure) by the taxpayer or his
tenant for the production of crops, fruits, or other agricultural
products, or for the sustenance of livestock. Expenditures for the
initial preparation of land never previously used for farming purposes
by the taxpayer or his tenant do not qualify.4
The election is made each year by claiming a deduction on the
return. Once the election is made for any taxable year, it is binding
for that year only and may be revoked only with the consent of the
District Director of Internal Revenue for the district in which the
return was required to be filed.4
e. Land clearing expenditures.-The last of the special statutory
provisions giving the farmer an election to deduct capital costs as
current expense is section !82, 4 9 covering expenditures in the clearing of land for the purpose of making it suitable for use in farming.
The reason for the enactment of section 182 was stated by the
Senate Finance Committee:
This new provision deals with a problem quite similar to that which
resulted in the enactment of the soil and water conservation provision. At the present time, expenditures made during the prepara44. Pub. L. No. 86-779, § 6 (Sept. 14, 1960), 74 Stat. 1001.
45. S. Rep. No. 1767, 86th Cong., 2d Sess. (1960) (1960-2 Cum. Bull. 829, 837-38).
46. Id. In view of this statement of Congressional purpose, one might well question the
purpose and meaning of the parenthetical phrase, "(otherwise chargeable to capital
account)," appearing in Int. Rev. Code of 1954, § 180(a).
47. Int. Rev. Code of 1954, § 180(a), (b); Treas. Reg. § 1.180-1(b) (1961).
48. Int. Rev. Code of 1954, § 180(c); Treas. Reg. § 1.180-2 (1961).
49. Added to the Code by the Revenue Act of 1962, Pub. L. No. 87-834, § 21(a) (Oct.
16, 1962), 76 Stat. 1063.
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tory period in extending a farm may not be deducted since they are
not expenses incurred in the business of farming. Examples of expenditures of this nature which, under existing law, must be
capitalized are expenditures (including material and labor) incurred
in (1) clearing brush, trees, and stumps, (2) leveling and conditioning
land, and (3) straightening creek beds. Because expenditures for
these purposes, when incurred in order to make the land suitable for
farming (like expenses for soil conservation), also are closely associated with the trade or business of farming, your committee believes that it would be proper to allow their deduction to a limited
extent. 5 0
Section 182(b) limits the annual deduction for land clearing expenditures to $5,000, or to 25 percent of the taxable income derived from
farming (after all deductions attributable to farming), whichever
amount is the lesser.
The election is not applicable to the purchase, construction, installation, or improvement of depreciable structures, appliances or
facilities; but it applies to depreciation of equipment used in land
clearing.' '
An election is made annually by filing a prescribed statement with
a timely return (including extensions) and may be revoked only with
the consent of the District Director of Internal Revenue for the
district in which the return was required to be filed.5 2
B. Capital Gains Treatment on Sale of Farm Assets
Although preferential tax treatment of capital gains was provided
for as early as the Revenue Act of 192 1,' 3 capital gains treatment
did not extend to depreciable real and personal property used in a
Prior to 1942, therefore, most farm
trade or business until 1942.'
property produced ordinary income when sold at a gain. Thus, the
liberal farm accounting rules resulted only in tax deferral and not the
conversion of ordinary income into capital gain.
Capital gains opportunities were greatly expanded, however, by
section 151 of the Revenue Act of 1942, which added a new section
11 7(j) to the 1939 Code (section 1231 of the 1954 Code) thereby
creating a new category of property which would produce capital
gain, if sold at a gain, and an ordinary loss, if sold at a loss.' ' Such
'

50. S. Rep. No. 1881, 87th Cong., 2d Sess. (1962) (1962-3 Cum. Bull. 707, 832).
51. Int. Rev. Code of 1954, § 182(d).
52. Id. § 182(c); Treas. Reg. § 1.182-6 (1965).
53. Revenue Act of 1921, § 206 (Nov. 23, 1921), 42 Stat. 232; Wells, Legislative
History of Treatment of Capital Gains Under the Federal Income Tax, 1913-1948, 2 Nat.
Tax J. 12 (1949).
54. Revenue Act of 1942, § 151 (Oct. 21, 1942), 56 Stat. 846.
55. Id.
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property included land, and depreciable real and personal property,
used in a trade as business and held for more than six months.
Although the primary purpose apparently was to provide relief from
taxation of profits involuntarily realized under wartime conditions as
a result of involuntary conversion .of business property through
requisition or condemnation, the legislation was not so limited but
rather extended to all sales of such property.' 6 Farmers, like other
taxpayers, sought to take full advantage of the capital gains opportunities thus provided.
1. Land.-Prior to 1942, only depreciable property was excluded
from the definition of "capital assets" in section 117(a) of the 1939
Code. Since land was not depreciable, it qualified as a capital asset.
As a result of the changes made by the Revenue Act of 1942, all real
property, both depreciable and non-depreciable, used in a trade or
business and held for more than six months, was excluded from the
definition of "capital assets" and included in the category of quasi5
capital assets covered by section 117(j) of the 1939 Code 7 (section
1231 of the 1954 Code). Gains from the sale of farm land, including
orchards, citrus groves and vineyards, have therefore always qualified
for whatever preferential treatment has been accorded capital gains,
either as true capital gain or as quasi-capital gain.
The combination of current expense deductions for pre-productive
period development costs and capital gains treatment of gains on sale
of farm land represents a tax saving opportunity of long standing,
but its use as a tax sheltered investment seems to be of comparatively
recent origin, at least if notoriety is used as a measure.
2. Unharvested Crops.-Following the enactment of section 117(j)
in the Revenue Act of 1942, an issue inevitably arose over the tax
treatment of growing crops when sold as part of the sale of !and to
which they were affixed. The taxpayers maintained that the crops
were inseparable from and a part of the land and hence eligible for
capital gains treatment. The Commissioner maintained that, regardless of their state of development, the crops were property held for
sale to customers in the ordinary course of business and gain from
their sale constituted ordinary income. The issue was ultimately resolved in favor of the Commissioner by the Supreme Court in Watson
v. Commissioner." 8 In so doing, the Court emphasized the "impropriety" of the interpretation advocated by Mrs. Watson, in that
56. Bittker, Federal Income, Estate and Gift Taxation 553-54 (3d ed. 1964); H.R. Rep.
No. 2333, 77th Cong., 1st Sess. (1942) (1942-2 Cum. Bull. 372, 415,445-46); S. Rep. No.
1631, 77th Cong., 1st Sess. (1942) (1942-2 Cum. Bull. 504, 54445, 594).
57. Revenue Act of 1942, § 151 (Oct. 21, 1942) 56 Stat. 846.
58. 345 U.S. 544 (1953).
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she sought to deduct 100 percent of her share of the crop cultivation
expenses up to the date of sale and at the same time claimed a right
to report only 50 percent of her gain on the sale of the crops to
which the cultivation expenses related.' 9
In 1951, while the Watson case was still in litigation, Congress
dealt specifically with the issue by permitting the proceeds of sale of
unharvested crops to be treated as capital gains under certain circumstances, but also providing that under the same circumstances the
seller could not deduct any of the expenses attributable to production of the crop, permitting him instead to increase his basis in the
60
These rules have
crop by the amount of deductions so disallowed.
in sections
form
been continued in substantially the same
123 l(b)(4), and 1016(a)(11) of the 1954 Code.
For purposes of the present discussion, it is perhaps of most significance to note that with respect to unharvested crops both the
Supreme Court and Congress have acted to prevent cash method
farmers from converting ordinary income into capital gains. Congressional purpose is indicated by the following language of the
Senate Finance Committee:
Your committee recognized, however, that when the taxpayer keeps
his accounts and makes his returns on the cash receipts and disbursements basis, the expenses of growing the unharvested crop or the
unripe fruit will be deducted in full from ordinary income, while the
entire proceeds from the sale of the crop, as such, will be viewed as a
capital gain. Actually, of course, the true gain in such cases is the
difference between that part of the selling price attributable to the
crop or fruit and the expenses attributable to its production. Therefore, your committee's bill provides that no deduction shall be
allowed which is attributable to the production of such crops or
fruit, but that the deductions so disallowed shall be included in the
basis of the property for the purposes of computing the capital
gain. 61
By relying upon the same principle, Congress might well have acted
to prevent conversion of ordinary income into capital gains on certain livestock sales. The tax treatment of gain from sales of livestock
has had quite a different history, however, to the extent that livestock have continued to be a tax favored form of investment.
3. Livestock Held for Draft, Breeding, or Dairy Purposes.-Under
the provisions of section 117(j) of the 1939 Code, as added by
section 15 1(b) of the Revenue Act of 1942, there seemed to be no
59. Id., at 548-49.
60. Revenue Act of 1951, § 323 (Oct. 20, 1951), 65 Stat. 500.
61. S. Rep. No. 781, 82nd Cong., 1st Sess. (1951) (1951-2 Cum. Bull. 458, 492).
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question that livestock held exclusively for draft, breeding, or dairy
purposes, and sold when no longer useful for such purposes, would
qualify as property used in the trade or business, and hence any gain
would be eligible for capital gains treatment. Indeed, in I.T. 3666,6'2
the Commissioner so held, irrespective of whether the livestock had
been capitalized and depreciated or included in inventory, and even
if the farmer had a zero basis for computing gain or loss because the
cost of raised animals had been deducted as current expense.
Controversy developed almost immediately, however, over the tax
treatment to be accorded livestock held for draft, breeding, or dairy
purposes but sold prior to expiration of their full period of usefulness, the issue being whether such animals should be considered
''property used in the trade or business" (eligible for capital
gains
treatment under section 11 7(j)) or "property held ... primarily for
sale to customers in the ordinary course of ...trade or business."
Initially, the Commissioner took the position that section 117(j) did
not apply to the sale of animals culled from a breeding herd as feeder
or slaughter animals in the regular course of business, thereby attempting to limit capital gains treatment to sales which either reduced the size of the herd or were made to change its quality or its
breeding.6 A large volume of litigation ensued, most of which was
resolved in favor of the taxpayers. In a leading case, Albright v.
United States,6 the Court of Appeals for the Eighth Circuit allowed
capital gains treatment on the sale of animals culled from dairy and
breeding herds in order to maintain the herds at an economical size
although the size of the herd was not reduced. The Commissioner's
6
position was similarly rejected in a number of other cases. I
In 195 1, the Commissioner finally modified his position to allow
capital gains treatment on the sale of culls, but excepting therefrom
'6 6
animals "not used for substantially their full period of usefulness.
His new position, however, was less liberal than some of the decided
cases and created new uncertainties. In view of this situation, and
reciting reports that revenue agents were interpreting the new ruling
to mean that only animals which had completely outlived their usefulness could qualify for capital gains treatment, 6 7 Congress sought
62. 1944 Cum. Bull. 270.
63. I.T. 3666, 1944 Cum. Bull. 270; I.T. 3712, 1945 Cum. Bull. 176.
64. 173 F.2d 330 (8th Cir. 1949).
65. See e.g., United States v. Bennett, 186 F.2d 407 (5th Cir. 1951); Davis v. United
States, 96 F. Supp. 785 (N.D. Iowa 1951); Miller v. United States, 98 F. Supp. 948 (D. Neb.
1951); Isaac Emerson, 12 T.C. 875 (1949); Fawn Lake Ranch Co., 12 T.C. 1139 (1949),
petition to review dismissed Commissioner v. Fawn Lake Ranch Co., 180 F.2d 749 (8th Cir.
1950).
66. Mim. 6660, 1951-2 Cum. Bull. 60.
67. S.Rep. No. 781, 82nd Cong., 1st Sess. (1951) (1951-2 Cum. Bull. 458, 487-88).
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to resolve the uncertainty by adding to section 117(j)( 1), definition
of "property used in the trade or business," the following:
Such term also includes livestock, regardless of age, held by the
taxpayer for draft, breeding, or dairy purposes, and held by him for
12 months or more from the date of acquisition. Such term does not
include poultry.
In their reports on the above amendment, both the House Committee on Ways and Means and the Senate Finance Committee stated
their belief that gains from sales of livestock should be computed in
accordance with the method of livestock accounting used by the
taxpayer and then recognized by the Bureau of Internal Revenue,
thus seeming to endorse the potential conversion of ordinary income
into capital gains by some livestock raisers.6 8
Almost immediately following the above described legislative
action, the Treasury called the attention of Congress to the revenue
loss resulting from (1) the allowance to cash method farmers of
current deductions for the costs of raising dairy and breeding livestock and (2) the granting of capital gains treatment upon the sale of
such livestock; and the Treasury also described the "almost intolerable inequities" among farmers and ranchers using different accounting methods, pointing out that the windfall is shared only by cash
method farmers and not accrual method farmers. In view of the
language of the committee reports with reference to accounting
methods noted above, the Treasury acknowledged some doubt as to
its authority to eliminate the windfall by administrative action and
urged Congress to do so by requiring capitalization of the cost of
raising livestock held for draft, breeding, or dairy purposes.6 9 Such
action was never taken.
The above described addition to section 11 7(j)( 1) was continued
without change in section 123 l(b)(3) of the 1954 Code. Controversy
continued over the subjective determination of which animals were
held by the taxpayers for draft, breeding, or dairy purposes, and
therefore eligible for capital gains treatment under section 123 1, but
the end result was to preserve for farmers and would-be farmers
substantial opportunities to convert ordinary income into capital
gains in the course of their livestock operations.
C. Tax Shelters in Farming
Farmers as a class occupy a preferred position, vis-a-vis other tax68. Id.; H.R. Rep. No. 586, 82d Cong., 1st Sess. (1951) (1951-2 Cum. Bull. 357, 380).
69. Letter from John W. Snyder, Sec. of the Treas., to Walter F. George, Chairman,
Comm. on Fin., U.S. Sen., Jun. 27, 1952, in 98 Cong. Rec. 8307-08 (1952).
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payers generally, in their ability to accelerate deductions, postpone
the realization of income, deduct capital costs as current expense and
treat as capital gain the proceeds of sale of property, the cost of
which has previously been deducted against ordinary income. However, the concern of the Treasury and the Congress has not been with
the conduct of a regular farm operation by ordinary working farmers
but rather with the practice of some high-bracket taxpayers, not
ordinarily engaged in farming, of securing a tax advantage by investing in a farm operation" 0 which tends to produce ordinary losses in
the early years but which subsequently gives rise to capital gains
income. 7
Assume, for example, the oversimplified and extreme example of a
wealthy investor in a 70% income tax bracket who raises a herd of
breeding cattle at a cost of $ 100,000 and subsequently sells the herd
for $ 100,000, realizing no economic profit or loss. Deduction of the
raising costs as incurred, under the cash method, will offset ordinary
income otherwise taxable at a 70 percent rate and will reduce his
income taxes by $70,000. When the herd is subsequently sold, he
will pay a capital gains tax of $25,000, and he will have derived a tax
saving of $45,000 in a transaction in which, economically, he merely
broke even. The prospective tax savings for this wealthy investor are
such that he would be willing to invest in an appropriate farming
operation even if, apart from the tax savings, it is likely to be unprofitable. 7 2
Keeping in mind the special farm tax rules heretofore discussed,
one can readily understand why the most popular tax sheltered farm
investments have been in livestock and in citrus groves, fruit and nut
orchards, and the like. Even with the prospect of substantial tax
savings, however, a wealthy investor might well be deterred from
making an investment of this type if faced with the necessity of
becoming a working farmer or farm manager. But a new service
became available to relieve him of this burden. For a fee (tax deductible of course) he could employ an agricultural management
company to do any or all of the following on his behalf:7 3
70. While a taxpayer making such an investment might under some circumstances have
encountered the hobby loss provisions of § 270, it is assumed, as was most often the case,
that these provisions were inapplicable. The effect of repeal of § 270, and the enactment of
Int. Rev. Code of 1954 § 183 in lieu thereof, is beyond the scope of this article.
71. House Hearings on Tax Reform, supra note 1, pt. 14, at 5500, 5513 (statement of
Edwin S. Cohen, Assistant Sec. of the Treas. for Tax Policy); H.R. Rep. No. 91-413 supra
note 6, at 63; S. Rep. No. 91-553 supra note 6, at 95-96.
72. For a detailed and realistic illustration of the economic and tax effects of a livestock
breeding operation over a five year period, see House Hearingson Tax Reform, supra note 1,
pt. 6, 2059-61 (attachment to letter of National Livestock Comm. dated Mar. 28, 1969).
73. See R. Buel, City Cowboys-Big Investors Round Up Tax Savings on Cattle They
Often Never See, Wall Street J. Mar. 19, 1969, at 1, col. 6.
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(1) Locate and purchase the farm property, e.g., breeding
animals or a parcel of citrus grove;
(2) Raise or arrange for the raising of the animals, or develop
and maintain, or arrange for the development and maintenance,
of a parcel of citrus grove, in a competent and efficient manner;
(3) Reduce the risk of loss from natural hazards by diversifying
the geographical location of the farm properties;
(4) Maintain adequate records;
(5) Arrange for borrowing a substantial portion of the funds
used for investment, thus providing the so-called "two for one"
advantage of incurring interest expense deductible against ordinary income to earn capital gain income, only one-half of which
is taxable;
(6) Arrange for payment, or prepayment, of farm expenses in
years when the investor's non-farm income is highest to
maximize tax savings;
(7) In some cases, guarantee the investor against loss in excess
of a specified percentage of his investment; and
(8) Locate a buyer and sell the farm property at a propitious
time to produce capital gains.
The investor might carry out his plan without ever seeing his cattle,
citrus grove, or other farm property; or, if located in an attractive
vacation spot, he might decide instead to take a tax-deductible business trip from time to time to inspect his property. 7 4
As evidence of the magnitude of "tax loss farming," the Treasury
and Congress noted the increasing number and size of the agricultural
management firms and other investment advisers advertising the
available benefits and offering to arrange farm investments for
wealthy persons.7
Further evidence was derived from statistical
data showing that high-bracket taxpayers "have a remarkable
propensity to run their farm operations at a loss," whereas in nonfarm businesses net profits exceeded net losses at nearly all income
7
levels. 6
Considerable publicity has been given to the tax saving potential
of tax loss farming in popular literature. One article7 ' began as
follows:
74. Id.
75. House Ways and Means Comm. & Senate Comm. on Finance, 91st Cong., 1st Sess.,
U.S. Treas. Dep't., Tax Reform Studies and Proposals 155 (Comm. Print 1969) [hereinafter
cited as Treasury Studies] ; H.R. Rep. No. 91-413, supra note 6 (Part 1), at 63; S. Rep. No.
91-553 supra note 6, at 96.
76. Treasury Studies, supra note 75; H.R. Rep. No. 91-413, supra note 6 (Part 1) at
63-64.
77. B. Hitchings, Tax Sheltering Your Income: Citrus Groves, DentalManagement (Sept.
1969), reprintedin 115 Cong. Rec. § 15955-56 (daily ed. Dec. 6, 1969).
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(Note-There's juicy tax money to be made in fruit. Here's the story

of one dentist who learned how to squeeze an orange.)
Another began with a parody
to the tune of "I'm an Old Cowhand
78
From the Rio Grande":
I'm a rich cowhand, of the
Wall Street brand
And I save on tax, to beat
the band
Oh I take big deductions
the law allows
And I never even have to
see my cows
Yippee-i-o-ki-ay!

The Tax Reform Act of 1969 presumably reflects a decision by
Congress that the Wall Street farmer should be made to sing different
lyrics, if not a different tune. How far Congress succeeded must be
determined by examining those provisions of the Reform Act which
apply specifically to farmers.
Part II.
TAX REFORM ACT OF 1969
A. Gain from Disposition of Property Used in Farming Where Farm
Losses Offset Nonfarm Income
Section 211(a) of the Reform Act added Code section 1251, a
new special rule for determining capital gains and losses, providing, in
general, for ordinary income treatment of gain from the disposition
of certain property used in the business of farming if farm losses have
previously been used to offset nonfarm income (but only to the
extent farm losses are required to be added to an excess deductions
account, as hereinafter discussed). Section 1251 is applicable to
taxable years beginning after December 31, 1969." 9
1. What Purpose is Sought to be Accomplished by Section
1251 ?-The current deduction of farm expenditures of a capital
nature, made possible by the special farm accounting rules, combined
with the capital gains treatment available on the sale of farm properties such as livestock, orchards, and land, caused some high-income
taxpayers to engage in limited farming activities as a sideline to
obtain tax losses (but not true economic losses) deductible against
nonfarm income which would otherwise have been taxable as ordi78. R. Buel, supra note 73.
79. Reform Act, supra note 3 at § 2 11(c).
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nary income at the high end of the graduated rate scale. Under

normal tax accounting rules, such tax losses, to the extent attributable to farm expenditures of a capital nature, should be
capitalized and thus reduce capital gain realized on ultimate disposition of the related farm property, whereas such losses were in fact
used to offset ordinary income. The resulting tax advantage, i.e.,
conversion of ordinary income into capital gain, was characterized by

the tax writing committees of Congress as a "tax abuse" which
should not be allowed to continue.8 0 Section 1251 is the principal
vehicle for correcting the abuse.
2. What Method is Employed in Section 1251 for Correcting the
Abuse?-Section 1251 has the effect, within prescribed limits, of
characterizing the gain on disposition of certain farm property, called
"farm recapture property,"' ' as ordinary income instead of capital
gain. 8 2 The effect is commonly described as "recapture," meaning
that, upon disposition of farm recapture property at a gain, farm
losses previously used by a taxpayer to offset nonfarm income are
recaptured-part or all of the gain is treated as ordinary income-to
the extent such losses are reflected by a balance in an "excess deduc80. H.R. Rep. No. 91-413, supra note 6 (Part 1) at 63; S. Rep. No. 91-552, supra note 6,
at 95-96.
81. Property failing within the definition of "farm recapture property," the disposition
of which may result in treatment of the gain as ordinary income instead of capital gain (i.e.,
recapture), must first of all be property which is or has been used in the "trade or business
of farming," either by the taxpayer or by a transferor in a transaction of a type which
would result in a transfer of the transferor's excess deductions account. Int. Rev. Code of
1954, § 1251(e)(1)(A). The term "trade or business of farming" is not defined other than
by a provision to the effect that more than one of such trades or businesses shall be treated
as a single trade or business (§ 1251(e)(4)(B)) and another to the effect that such term
includes the racing of horses by a taxpayer engaged in raising horses (§ 1251(e)(4)(A)).
Until regulations are issued, some guidance might be obtained from the definition adopted
under Int. Rev. Code of 1954, § 175. Treas. Reg. § 1.175-3(1960).
The property must also be of a type described in subparagraphs (1), (3), or (4) of
§ 123 1(b) (definition of "property used in the trade or business") but not including § 1250
property. Int. Rev. Code of 1954, § 1251(e)(1)(A). Specifically, the categories of property
included are land and depreciable property (other than depreciable real property to which
§ 1250 applies) used in the trade or business and held for more than six months; livestock
held for draft, breeding, dairy, or sporting purposes and held for 24 months or more (cattle
and horses) or 12 months or more (other livestock); and unharvested crops on land used in
the trade or business and held for more than six months.
If a taxpayer acquires property in exchange for farm recapture property in a transaction
in which the basis of the property acquired is measured by the basis of the property given in
exchange, the acquired property will be treated as farm recapture property
(§ 1251(e)(1)(B)). A typical transaction of this type would be the receipt of stock or
securities in a controlled corporation in exchange for farm recapture property under § 351.
82. Some dispositions will result in recognition of income as ordinary income despite the
fact that, apart from § 1251, the transaction is not one in which gain would be recognized.
The "gain" in such event is measured by the excess of the fair market value of the property
disposed of over its adjusted basis on the date of disposition. Int. Rev. Code of 1954,
§ 1251(c)(1).

NEW MEXICO LAW REVIEW

[Vol. 1

tions account."" 3 The excess deductions account is the device employed to account from time to time for the amount of farm losses
subject to recapture if and when a disposition of farm property
occurs.
Section 1251 does not alter in any way the special farm accounting rules which were in effect before its enactment and are still in
effect; nor does section 1251 restrict in any way the allowance of
farm losses as current deductions against ordinary income, whatever
the source. Accordingly, the substantial tax advantages previously
described will continue to accrue to the great majority of farmers.
3. When, or Under What Circumstances, Does Section 1251
Apply? The Excess Deductions Account. -Section 1251 may be
applicable, and consequently a taxpayer may be required to establish
and maintain an excess deductions account, although there is at most
only a very remote possibility that he will ever have a balance in his
account or be subject to the recapture rule of section 1251. This is
because the duty to establish and maintain an excess deductions
account arises under broadly defined circumstances, but additions to
the account are required to be made only under narrowly defined
circumstances.
A taxpayer who has a "farm net loss" 8" for the taxable year is
83. A special rule applies to disposition of land. See text accompanying notes 108 to 110
infra.
84. The term "farm net loss" is. defined in § 1251(e)(2) as the amount by which the
deductions directly connected with the trade or business of farming exceed the gross income
of such trade or business, but excluding all § 1231 gains and losses on disposition of farm
recapture property determined without regard to § § 1251 or 1245(A). The logic of excluding gains recaptured under § 1251 is apparent when account is taken of the separate
provision (§ 1251(b)(3)(B)) authorizing reduction of the excess deductions account by the
amount of such gains. Not so apparent, however, is the reason for excluding gains recaptured under § 1245(a). During the hearings on the Reform Bill (H.R. 13270) a representative of the American Bar Association observed that § 1251 should not apply as long as
ordinary income equals ordinary losses and, therefore, gain recaptured under § 1245(a)
should be applied to reduce the excess deductions account. Hearings on H.R. 13270 to
Reform the Income Tax Laws Before the Comm. on Finance, 91st Cong., 1st Sess., pt. 6,
5146, 5175 (1952) [hereinafter cited as Senate Hearings] (statement of Scott P. Crampton,
Chairman, Section of Taxation, American Bar Ass'n). This is consistent with the approach
taken by the Treasury in 1963. Hearings on the President's 1963 Tax Message Before the
Comm. on Ways and Means, 88th Cong., 1st Sess., pt. 1, 75, 146 (1963) (Technical Implementation of the President's Recommendations Contained in His Message on Taxation).
Without explanation, Congress has rejected this approach.
Conversely, since only gains and losses on disposition of "farm recapture property" are
excluded from the computation of a farm net loss, and since that term does not include
§ 1250 property (buildings and structural components), gains on disposition of § 1250
property are included in the computation regardless of the amount of gain recaptured under
§ 1250. It would seem more logical to include such gains only to the extent they were
recaptured under § 1250.
There is nothing in the legislative history to indicate whether or not the same deductions
are embraced by § 125 l(e)(2)(A) ("deductions. . . directly connected with ... the trade or
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subject to section 1251 and, as a consequence, must establish and
maintain an excess deductions account." s Even if he does not have
any farm net losses himself, he may under some circumstances
succeed to the excess deductions account of his transferor, in which
event he becomes subject to section 1251 and the requirement for
establishing and maintaining an excess deductions account.' 6 Except
for certain dispositions of land, no limits are placed on the time at
which recapture may occur. Therefore, the excess deductions account is a permanent lifetime account which must be supported by
adequate records in order for the taxpayer to carry his burden of
proof should the necessity therefor arise either in the near or far
distant future.
Since the balance in the excess deductions account will determine
the amount, if any, of farm losses subject to recapture at any point
in time, the items which increase and decrease the account balance
are of singular importance.
a. Additions to the excess deductions account.-The excess deductions account is increased only by an amount equal to all or part of a
farm net loss8 7 for each taxable year. The general rule is that such
increase shall be equal to the entire amount of the farm net loss," 8
but the large majority of taxpayers will be able to qualify under an
exception to the general rule, and thus will be required to make
additions to their excess deductions accounts only if their nonfarm
adjusted gross income" 9 for the taxable year exceeds $50,000, and
then only to the extent that their farm net loss for such year exceeds
$25,000. These dollar limitations apply to all individual taxpayers
except trusts (and thus presumably to estates) and to Subchapter S,
or "tax option," corporations none of whose shareholders are individuals who have a farm net loss for their taxable year ending with
or within the taxable year of the corporation. 9 0 Since section 1251
business of farming") and § 1251(b)(2)(D) ("deductions attributable to the business of
farming"). Arguably, § 1251(e)(2)(A) covers a narrower range of deductions. Cf.Treas.
Reg. § 1.482-2(b)(4) (1968) distinguishing between direct and indirect costs. The narrower
interpretation would benefit the taxpayer by minimizing his farm net losses.
85. Int. Rev. Code of 1954, § § 125 1(a)(1), (b)(1).
86. Int. Rev. Code of 1954, § § 125 1(b)(5), (a)(2), (b)(1).
87. See note 84 supra.
88. Int. Rev. Code of 1954, § 1251(b)(1). Although § 1251 is directed at limiting the
unwarranted tax advantage resulting from expensing capital costs, a farm loss may increase
the excess deductions account although not attributable to any extent to the operation of
the special farm accounting rules.
89. "Nonfarm adjusted gross income" means adjusted gross income (or taxable income,
in the case of an electing small business corporation as defined in § 1371(b)) computed
without regard to income or deductions attributable to the business of farming. Int. Rev.
Code of 1954, § 125 1(b)(2)(D).
90. Int. Rev. Code of 1954, § 125 1(b)(2)(B). In the case of a married person who files a
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does not apply at the partnership level, each partner individually
must take account of his distributive share of the partnership's farm
net losses and aggregate it with his own net loss. 9 ' Trusts and all
other corporations are required to make additions to their excess
deductions accounts for their farm net losses regardless of the
amount of their farm losses or of their nonfarm incomes.9"
Congress obviously went to great lengths to insulate the ordinary
working farmers from the adverse impact of section 125 1. If they
sustain a farm net loss, or if they become the transferee of an excess
deductions account, they are subject to the technical requirement of
establishing and maintaining an excess deductions account, but unless and until they are required to make additions to such an account
they need have no concern over the application of the recapture
provisions of section 1251.
Even the so-called tax loss farmers, the targets of this reform
measure, have significant and perhaps unwarranted opportunities to
avoid the adverse impact of section 1251. Such opportunities are
inherent in any provision depending for its application on arbitrary
dollar limitations, which either invite efforts at avoidance or create
traps for the unwary. For example, an individual taxpayer whose
nonfarm adjusted gross income is $49,500 (or any larger amount not
in excess of $50,000) need not make an addition to his excess deductions account, regardless of the amount of his farm net loss;9" or, if
his farm net loss is $24,500 (or any larger amount not in excess of
$25,000) he need not make an addition to his excess deductions
account, regardless of the amount of his nonfarm adjusted gross
income. A wealthy taxpayer's ability to control the amount of his
income and deductions, and to shift income and deductions between
years, creates many opportunities for him to avoid additions to his
excess deductions account by coming within the dollar limitations.
More serious, perhaps, is an apparently unintended loophole in
section 1251 which was created by making the dollar limitations
applicable to a Subchapter S corporation, none of whose shareseparate return, and whose spouse has nonfarm adjusted gross income for the taxable year,
the dollar limitations are reduced by one-half, to $25,000 and $12,500, respectively. Int.
Rev. Code of 1954, § 125 1(b)(2)(C).
91. Int. Rev. Code of 1954, § 125 1(d)(5).
92. Id., § 1251(b)(2)(A).
93. However, if the loss were carried back or forward to increase a net operating loss
deduction for another year, it would seem that an addition to the excess deductions account
might be required for sucl other year, if the taxpayer's nonfarm adjusted gross income for
such year exceeded $50,000 and the net farm loss for such year (augmented by the net
operating loss deduction) exceeded $25,000. Well respected authorities have suggested a
contrary view. See Griffith and Joy, What the Act Does to the Farmer:Farm Parityor Class
Discrimination?23 Tax Lawyer 495, 500 (1970).
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holders are individuals who have a farm net loss for their taxable year
ending with or within the taxable year of the corporation (so-called
"qualified electing small business corporation"). The situation and
potential tax consequences have been described in a recent article as
follows:
The exception for qualified electing small business corporations
was not in the original House bill, but was derived from a similar
amendment made on the Senate floor to the Senate solution to the
farm loss problem. Although the Senate's basic approach was rejected, the amendment was added to the House bill. The result is a
genuine first-class loophole. For example, assume a Wall Street
farmer puts all of his farm activities into an electing small business
corporation and earns $500,000 of ordinary income from his own
activities while the corporation sustains $500,000 in farm losses. The
corporation is not required to make any addition to EDA [excess
deductions account] because it does not have $50,000 of nonfarm
taxable income. Similarly, even though the taxpayer is able to use
the $500,000 loss to offset his ordinary income he has not himself
sustained a farm net loss and so is not required to establish an EDA.
It is doubtful that even the sponsor of the amendment intended this
result. A second question raised, much less significant than the first,
is whether the net farm loss of an electing small business corporation
is imputed to the shareholders for the purpose of determining
whether the taxpayer who owns stock in two or more electing small
business corporations has a farm net loss for the year. That is, if he is
a stockholder in two corporations, both of which have farm net
losses, but he does not himself have any, then it does not appear that
either corporation is disqualified. It is probable that the present
exception for electing small business corporations will be one of the
first items reexamined in the Technical Adjustments Act of 197-.
Until then, Merry Christmas. 9
A reader would not seem to have been misled if he were to conclude
that about the only individual taxpayer likely to be required to make
an addition to his excess deductions account is the wealthy un-tax
conscious individual who is the least likely to have invested in farming as a tax shelter in the first place. In addition, trusts, and corporations to which the dollar limitations do not apply, will find that their
capital gains opportunities under section 1231 have been significantly reduced by section 1251 although, lacking sources of nonfarm income, they have not had the benefit of any offset of farm
losses against nonfarm income. In this respect, Congress has discriminated against the trust and the corporate farmer.
94. Griffith and Joy, supra note 93 at 501.
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b. Subtractions from the excess deductions account.-Any reduction in the excess deductions account will, of course, reduce a taxpayer's exposure to the recapture provisions. A subtraction may be
made for an amount equal to the taxpayer's "farm net income" 9
for each taxable year plus an amount necessary (as determined by
regulation) to adjust for current or prior years' farm net losses included in the account which had not, in fact, been used to reduce tax
liability.9 6 Thereafter, a further subtraction may be made for
amounts recaptured for the taxable year under section 125 .'
There is no provision in section 1251 for a negative balance in the
excess deductions account. Thus, it seems that farm net income
realized in years prior to the first loss year may not be applied to
reduce or eliminate the addition to the excess deductions account by
reason of the farm net loss in the loss year. Similarly, farm net
income for a year subsequent to a loss year presumably cannot be
utilized to reduce the excess deductions account below zero. This
conclusion is reinforced by the failure of Congress to provide any
clarification after being advised of these "deficiencies" during the
hearings on the bill. 9"
Subtractions from the excess deductions account would also have
been appropriate in other circumstances not provided for in section
125 1(b)(3). No subtraction is permitted for depreciation recaptured
under section 1245(a) although part of all of such depreciation may
have contributed to the balance in the excess deductions account.
The result, called to the attention of Congress during the hearings on
the bill, could be the double recapture of deductions-the second
recapture occurring upon subsequent disposition of other farm recapture property. 9 9
95. The term "farm net income" means the amount by which the gross income derived
from the trade or business of farming exceeds the deductions directly connected with such
trade or business, but excluding all § 1231 gains and losses on disposition of farm recapture
property (determined without regard to § § 1251 or 1245(a)). Int. Rev. Code of 1954,
§ 125 1(e)(3). See discussion supra note 84.
96. Int. Rev. Code of 1954, § 125 1(b)(3)(A). Current or prior years' farm losses would
not produce a tax benefit, for example, if a trust, or a corporation to which the dollar
limitations of § 1251(b)(2)(B) do not apply, did not have sufficient income to absorb the
losses through carryback or carryover. Note, however, that any reduction of tax, even if the
result of deducting farm losses against long-term capital gains, is enough to prevent a
subtraction from the excess deductions account although there has been no abuse in such a
case.
97. Int. Rev. Code of 1954, § 1231(b)(3)(B).
98. Hearings on H.R. 13270 Before the Comm. on Finance, 91st Cong., 1st Sess. pt. 5, at
4108, 4118 (1969). (Statement of John B. Connally on behalf of Livestock Producers
Comm.); see Griffith and Joy, supra note 93 at 502.
99. Hearings on H.R. 13270, supra note 98, pt. 5, 4108, 4119 (statement of John B.
Connally on behalf of Livestock Producers Comm.); supra pt. 6, 5146, 5175 (statement of
Scott P. Crampton, Chairman, Section of Taxation, American Bar Ass'n). Priority of appli-
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For example, a farmer may have acquired a piece of farm
machinery on which $1,000 of depreciation was claimed and allowed
for a year in which there was a farm net loss which was required to
be added to the excess deductions account. Subsequently, the
machinery is sold. Of the proceeds, $1,000 is required to be treated
as ordinary income under the recapture provisions of section
1245(a). The effect of such recapture is to eliminate the tax benefit
arising from the depreciation deduction and thus should be the
occasion for a subtraction of $1,000 from the excess deductions
account. Since a subtraction is not required, the effect is to leave
$ 1,000 in the excess deductions account to be recaptured again when
some other unrelated farm recapture property is sold.
Although not provided for in section 1251(b)(3), a subtraction
from the excess deductions account would also clearly seem appropriate for costs of producing an unharvested crop which have
been deducted and subsequently are required to be capitalized when
the crop and land are sold together. This omission appears to have
been inadvertent and perhaps can be corrected by administrative
action.
c. Special rule for taxpayers using certain accounting methods.
-Additions to an excess deductions account need not be made by a
taxpayer who elects to compute taxable income from farming (1) by
using inventories and (2) by capitalizing all expenditures of a capital
nature, including those expenditures which, under the Code or the
regulations, the taxpayer would otherwise have an election to deduct
as current expense.1
The election must be made within the time,
including extensions, for filing the income tax return for the taxable
year and, once made, is binding for that year and all subsequent
years unless and until the Commissioner consents to its revocation." 0 1 Any change in accounting method made necessary by the
election is deemed to have been made with the Commissioner's consent and not to have been initiated by the taxpayer (thus limiting
any adjustments under section 481 to years covered by the 1954
Code).' 02
This relief provision reflects the position that under a strict accrual
cation, as between § 1245(a) and § 1251, is not specified in the statute, but subtraction
from the excess deductions account is permitted only for amounts recaptured solely by
reason of the application of § 1251. Int. Rev. Code of 1954, § 1251(b)(3)(B). If § 1251
had been given priority of application, the excess deductions account would be reduced at
the time of the first disposition and, consequently, there would be no possibility of double
recapture.
100. Int. Rev. Code of 1954, § 1251(b)(4)(A).
101. Id., § 1251(b)(4)(B).
102. Id., § 1251(b)(4)(C).
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method of accounting the tax abuses sought to be corrected by
section 1251 are not present. How far may a taxpayer depart from a
strict accrual method and still take advantage of the election? Clearly
he may not deduct his soil and water conservation expenditures
under section 175, or his land clearing expenses under section 182,
even if he otherwise uses a strict accrual method of accounting." 3
May he use a hybrid method of accounting, under which he reports
all purchases (or other costs) and sales of merchandise on the accrual
method and all other items of income and expense on the cash
method? Neither the statute nor the committee reports provide a
clear answer, but the literal requirements of the statute would appear
to be met by the user of the hybrid method, assuming all true capital
expenditures are in fact capitalized.
Perhaps more troublesome is the question of inventory valuation
and whether the inventory methods heretofore used by farmers will
continue to be acceptable under the election. In proposing this election, for example, the Treasury stated: "Where inventories of livestock are involved, a method would be acceptable under this proposal only if the inventory valuation reflected direct costs and a
proper allocation of indirect costs incurred by the taxpayer in raising
the animals." 1"04 The intention to require "full cost" inventory
valuations is not clearly expressed in the committee reports, however; and it seems doubtful whether the usual inventory methods
presently employed by accrual basis farmers would meet such a
standard. Nevertheless, the Treasury might well adopt stricter inventory valuation methods in the regulations to be issued under section
1251.
4. Under What Circumstances is Recapture Income Recognized?-Section 1251 may be applicable to the extent that a taxpayer is required to establish and maintain an excess deductions
account, but his tax liability is affected only when recapture occurs,
i.e., when the recapture provisions become operative so as to require
the recognition of recapture income. The following conditions or
circumstances must co-exist before recapture income may be recognized: 1 o
103. The taxpayer may be using the strict accrual method except that he has elected to
deduct his expenditures under § § 175, 182. Such practice could result in recapture of gain
on the sale of completely unrelated assets (e.g., livestock) at a time (five years later) when
there would have been no recapture on the sale of the land itself. See text accompanying
notes 108 to 110 infra.
104. House Hearings on Tax Reform, supra note 1, pt. 14, 5059, 5179 (Technical Explanation of Treasury Tax Reform Proposals).
105. Int. Rev. Code of 1954, § 125 1(c).
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(1) Farm recapture property must be disposed of during a taxable year beginning after December 31, 1969;
(2) The amount realized (in the event of sale, exchange, or
involuntary conversion) or the fair market value of the farm
recapture property (in the event of any other disposition) must
exceed the adusted basis of such property on the date of disposition; and
(3) The taxpayer must have a balance in his excess deductions
account at the close of the taxable year in which the disposition
occurred, 1 06 after reduction under section 1251(b)(3)(A) for
his farm net income for the year, if any, plus any necessary
adjustment for deductions not resulting in reduction of current
or prior years tax liability.
In the above described circumstances, recapture income will, as a
general rule, be recognized even if gain would not otherwise have
been recognized because of some other nonrecognition provision of
the Internal Revenue Code. However, section 1251 contains several
special rules and exceptions, the effect of which may be complete
avoidance of the recapture provisions (certain gifts and transfers at
death), partial or complete deferral of recognition of recapture income until some subsequent disposition is made by the taxpayer
(certain corporate transactions and like-kind exchanges), or transfer
of the excess deductions account and partial or complete deferral of
recognition of recapture income until some subsequent disposition is
made by the transferee (certain gifts and corporate transactions).
These special rules and exceptions are considered in the discussion
which follows concerning the incidence, timing, and measure of the
tax on recapture income.
5. Who is Taxable, When and How Much?-Having determined
that all of the circumstances are present under which recapture income may be recognized, it is next necessary to determine the
measure of such income and the time when, and person to whom, it
will be taxed. The operation of section 1251 in these respects can
perhaps best be understood by first considering its application to the
most numerous transactions covered by the general rule and then
identifying the various types of transactions for which a special rule
or exception has been provided.
a. General rule.-In the case of a disposition of farm recapture
property (other than land) which results in both the realization and
recognition of taxable income outside the provisions of section 125 1,
106. It is of no consequence that the balance in the excess deductions account may be
attributable to deductions entirely unrelated to the farm recapture property disposed of.
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i.e., the typical taxable transaction, recapture income will be recognized to the taxpayer, in the taxable year in which the disposition
occurs, in an amount equal to the lesser of (1) the excess of the
amount realized (or fair market value of the property, for dispositions other than sales, exchanges, or involuntary conversions) over
the adjusted basis of the farm recapture property disposed of, or (2)
the balance in the excess deductions account after reduction for the
farm net income for the year, if any, plus any necessary adjustment
for deductions not resulting in a tax benefit.' 07
If farm recapture property is contributed to a partnership in exchange for a partnership interest, gain is not recognized under section
721. Similarly, recapture income will not be recognized on the contribution, but only if the partnership agreement provides for an
allocation to the contributing partner of any gain with respect to the
contributed property, as authorized by section 704(c)(2).' " In the
absence of any such provision, recapture income will be recognized
in any amount by which the fair market value of the contributed
property exceeds the fair market value of the partnership interest
attributable to the contributed property.' 0 9
A special rule applies to the sale or exchange of land. Regardless of
the balance in the taxpayer's excess deductions account, any gain on
the sale or exchange of land will be considered recapture income
only to the extent of the deductions allowable for soil and water
conservation expenditures (section 175) and land clearing expenditures (section 182) for the taxable year and the four preceding taxable years.' ' o
b. Transactions in which recapture income is never recognized.Gifts and most transfers at death are specifically exempt from the
recapture rules. Thus, the disposition of farm recapture property by
gift will never result in recognition of recapture income to the
donor,' 1' although the gift may under some circumstances cause
part or all of the donor's excess deductions account to be transferred
107. Int. Rev. Code of 1954, § 1251(c).
108. Id., § 1251(d)(5)(B).
109. Id.
110. Int. Rev. Code of 1954, § 1251(c)(2)(C), (e)(5). Thus, to the extent of any balance
in the excess deductions account attributable to deductions taken under § § 175 and 182
more than four years prior to the year in which the land is sold or exchanged, there will be
no recapture. The deductions, however, will remain in the excess deductions account, to be
recaptured on disposition of some unrelated farm recapture property.
No reason has been given for limiting the special rule to the "sale or exchange" of land.
To illustrate the effect of the limitation, if the land described in the preceding paragraph
were disposed of by involuntary conversion, any gain recognized would be ordinary income
to the extent of the balance in the excess deductions account. Griffith and Joy, supra note
93 at 498-99. The reference to "dispositions of land" in the heading of § 1251(c)(2)(C)
indicates that the limitation may have been due to oversight.
111. Int. Rev. Code of 1954, § 1251(d)(1).
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to the donees so as to make them potentially liable for recapture
under section 1251 upon their subsequent disposition of the gift
property,' 12 as hereinafter discussed. Transfers of farm recapture
property at death are exempt except to the extent that such property may consist of income in respect of a decedent under section
691.1 13

c. Transactions which may result in limited recognition of recapture income but no transfer of the excess deductions account.-If
farm recapture property is disposed of in a like kind exchange under
section 1031, or as a result of an involuntary conversion under section 1033, the amount of recapture income recognized may not
exceed the amount of gain recognized on the disposition (determined
without regard to section 1251) plus the fair market value of any
property received which is not farm recapture property.' 1 4 Any
farm recapture property received in the exchange will, of course, be
subject to further application of the recapture rule upon its subsequent disposition by the taxpayer.' '5 Suppose, for example, a
farmer exchanged unimproved farm land, worth $20,000 and having
a basis in his hands of $ 10,000, for another tract of farm land worth
$13,000, nonresidential farm buildings worth $5,000 and $2,000 in
cash. Under section 103 1 (without regard to section 1251) the gain
of $10,000 realized in the exchange would be recognized to the
extent of the amount of cash received in the exchange, or $2,000.
Under section 1251, however, an additional $5,000 of gain-the fair
market value of the depreciable real property, which is not farm
recapture property-would be recognized and subject to recapture.
The land received in the exchange, which is farm recapture property,
would be subject to further application of the recapture rule if and
when it is sold.
Similarly, in the case of a section 351 transfer of farm recapture
property to a controlled corporation, the amount of recapture income recognized at the time of transfer may not exceed the amount
of gain recognized to the transferor (determined without regard to
section 1251).' 16 Any stock or securities received in the exchange,
to the extent attributable to the farm recapture property transferred,
will become farm recapture property in the hands of the transferor
and will be subject to further application of the recapture rule when
subsequently disposed of.' '
112.
113.
114.
115.
116.
117.

Int. Rev. Code of 1954,
Int. Rev. Code of 1954,
Id., § 1251(d)(4).
Int. Rev. Code of 1954,
Int. Rev. Code of 1954,
Id., § 1251(d)(6).

§ 1251(b)(5).
§ 1251(d)(2).
§ 1251(e)(1)(B).
§ 1251(d)(3).
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d. Transactions which may result in limited recognition of recapture income and transfer of the excess deductions account to a
transferee.-If farm recapture property is transferred in any of the
transactions described below, the amount of recapture income recognized at the time of transfer may not exceed the amount of gain
recognized to the transferor (determined without regard to section
1251):' '
(1) Distributions in complete liquidation of an 80 percent-ormore controlled subsidiary to which section 332 applies, provided the basis of the property in the hands of the transferee is
determined under section 334(b)(1). A liquidating distribution
to a minority stockholder would not be included, however,
because section 332 does not apply to such a distribution.
(2) Exchanges by corporate transferors in connection with certain corporate reorganizations under section 361, bankruptcy
reorganizations under section 371(a), and railroad reorganizations under section 374(a).
In addition, however, if the transfer is one to which section 371(a),
374(a), or 381 applies-which would be true of most of the transactions just described-the acquiring corporation succeeds to, and
must take into account, as of the day of distribution or transfer, the
excess deductions account of the transferor.' ' 9
The acquiring corporation, having acquired farm recapture property with a basis measured by its basis in the hands of the transferor,
will, of course, be subjected to the recapture rule upon a subsequent
Thus, the recognition of recapture
disposition of the property.'
income is merely deferred.
e. Transactions which result solely in transfer of the excess deductions account to a transferee.-As previously noted, a gift of farm
recapture property is not a disposition to which the recapture rule
applies. In some cases, however, the donee or donees may succeed to
the donor's excess deductions account and thereby become subject
to the recapture rule upon their subsequent disposition of the gift
property. Section 1251(b)(5)(B) provides for transfer of part or all
of the donor's excess deductions account if the "potential gain" '1 2
118. Id., § 1251(d)(3).
119. Int. Rev. Code of 1954, § 125 1(b)(5)(4). The acquiring corporation cannot avoid
the recapture rule by adopting an accrual method of accounting.
120. Int. Rev. Code of 1954, § 1251(e)(1)(B).
121. "Potential gain" means the excess of the fair market value of the property over its
adjusted basis, but limited in the case of land to the deductions allowable in respect thereto
for soil and water conservation expenditures (§ 175) and land clearing expenditures (§ 182)
for the taxable year and the four preceding taxable years. Int. Rev. Code of 1954,
§ 1251(e)(5).
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on farm recapture property given away during any one-year period
(not necessarily a calendar year or a taxable year) is more than 25
percent of the potential gain on farm recapture property held by the
donor prior to the donor's first gift. If the foregoing condition is
met, each donee will succeed to a pro-rata portion of the donor's
excess deductions account.'22 Succession occurs at the time of the
first gift made by the donor, but the pro-rata amount is based on the
balance of the donor's excess deductions account as of the close of
the taxable year in which the first gift is made, after all additions and
subtractions as appropriate for that year.1 2 3 The donee cannot avoid
recapture on subsequent disposition of the property by electing to
use inventories and to capitalize all capital expenditures, because
section 125 l(b)(4), which provides relief for taxpayers making such
elections, is inapplicable when a donee succeeds to an excess deductions account.' 24
By way of illustration, assume that a donor's excess deductions
account at the close of the taxable year 197 1, after all additions and
subtractions prescribed by section 1251(b)(2) and (3), is $24,000,
and the potential gain on all farm recapture property held by him
immediately prior to his first gift is $40,000. On June 1, 1971, the
donor makes his first gift of farm recapture property having a
potential gain of $30,000, of which $20,000 is attributable to a gift
to his son and $10,000 is attributable to a gift to his daughter. The
son would succeed to fifty percent ($20,000/$40,000) of the balance
in the excess deductions account, or $12,000 (fifty percent of
$24,000). The daughter would succeed to 25 percent of that balance,
or $6,000 (25 percent of $24,000). The donees will be subject to
recapture upon subsequent disposition of the gift property regardless
of the accounting method they may employ.
The 25 percent rule for gifts is another example of an arbitrary
rule which can quite readily be avoided by the careful taxpayer, but
which operates as a trap for the uninitiated. The donor seeking to
avoid the rule must be extremely cautious in valuing the gift property since a mistake in valuation could cause the potential gain on
the property given away during a one year period to exceed the 25
percent limitation.
B. Other Reforms of Broader Application
Section 1251, dealing with "farm losses," is of relatively narrow
application. The Reform Act contains other changes, however, which
122. Int. Rev. Code of 1954, § 1251(b)(5).
123. Id.
124. Id., § 1251(b)(4).
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are more likely to affect the ordinary working farmer, even if he has
no net farm losses.
1. Depreciation Recapture on Sale of Livestock.-Prior to enactment of the Revenue Act of 1962, depreciable personal property
used in a trade or business could be depreciated, usually at ac2 s
celerated rates, through deductions from ordinary income,1
whereas gains realized on ultimate sale of the property were usually
treated as long-term capital gains under section 123 1. Section 1245,
added by section 13 of the Revenue Act of 1962,1 26 changed this
result to require that when such property (other than livestock) is
disposed of, the gain, if any, must be reported as ordinary income to
the extent of depreciation deductions taken after 1961. Since livestock was excluded from the depreciation recapture rule, farmers
selling section 1231 livestock continued to derive tax savings from
the conversion of ordinary income into capital gains.
Section 212(a) of the Reform Act amended section 1245 to remove the exclusion of livestock from the depreciation recapture rule,
effective with respect to taxable years beginning after December 3 1,
1969, but only to the extent of depreciation taken after 1969.
Recapture of livestock depreciation is of relatively minor importance inasmuch as it has no effect on raised livestock in the hands
of a cash method farmer because such livestock has no depreciable
basis, the farmer having already currently deducted his raising costs.
Thus, the recapture rule applies only to purchased livestock, and
raised livestock having a basis which is being depreciated.'27 In
effect, the cash method farmer has gained an additional tax advantage over his accrual method counterpart.
2. Extended Holding Period for Section 1231 Livestock. -Section
1231 provides, in effect, that a net gain from sales of "property used
in the trade or business" of a taxpayer, and held for a prescribed
period, is to be treated as a long-term capital gain; but this treatment
does not apply to "property held by the taxpayer primarily for sale
to customers in the ordinary course of his trade or business." In the
case of farmers, considerable confusion and dispute has existed over
the years as to whether all livestock held for draft, breeding or dairy
purposes is "property used in the trade or business" or whether in
some cases the livestock should be deemed held "primarily for sale to
customers." At the time of acquisition, the taxpayer's purpose in
holding the livestock may be ambiguous because he does not know,
125. Int. Rev. Code of 1954, § 167.
126. Pub. L. No. 87-834 (Oct. 16, 1962), 76 Stat. 1032.
127. The effect of depreciation recapture on livestock having a depreciable basis might
be minimal if the Commissioner has insisted upon a reasonable salvage value. See O'Byme,
Taxation of Farmers, 25 J. Taxation 124 (1966).
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for example, which animals will be retained for breeding and which
will be sold in the ordinary course of business.
An effort to resolve the matter was reflected in the one-year holding period for livestock adopted in 1951.128 However, Congress
became convinced that in some instances a one-year period is not
long enough to resolve the question of the purpose for which livestock are held, and that the short holding period tended to encourage
short-term, tax-motivated investments in livestock.' 29 Accordingly,
section 212(b) of the Reform Act amended section 1231(b)(3) to
extend the holding period for cattle and horses held for one of the
specified purposes to 24 months from date of acquisition. The
shorter 12-month holding period was retained for all other animals,
apparently because there had been less controversy with respect to
them, and also because the shorter optimum breeding period for
some of them (e.g., hogs and sheep) made an extended holding
period less appropriate or desirable.' 3I
The reports of both the House Ways and Means Committee and
the Senate Finance Committee explicitly state that the mere satisfaction of the holding period requirement should not be considered
proof that animals were held for one of the purposes specified in
section 1231(b)(3), but that such determination must be made on
the basis of all the facts and circumstances.'
Finally, section 123 l(b)(3) was amended to provide that livestock
held for sporting purposes (such as horse racing) and meeting the
required holding period will qualify as property used in a trade or
business under section 1231.1 3 2
The new provisions apply only to livestock acquired after December 31, 1969.'3
3. Exchange of Livestock of Different Sexes.-Section 1031 has
been amended by the addition of a new subsection (e), which provides that livestock of different sexes are not property of a like kind
for purposes of section 1031.134 This amendment was made retroactively applicable to all taxable years to which the 1954 Code
applies because it was considered declaratory of what Congress intended under section 1031 before amendment." 3 S
128. Revenue Act of 1951, § 324 (Oct. 20, 1951) 65 Stat. 501 (now Int. Rev. Code of
1954, § 1231(b)(3)).
129. H.R. Rep. No. 91-413 (Part 1), 70; S. Rep. No. 91-552 at 100-01.
130. S. Rep. No. 91-552, supra note 6, at 101.
131. H.R. Rep. No. 91-413, supra note 6 (Part 1), 70; S. Rep. No. 91-552, supra note 6,
at 101.
132. Reform Act, supra note 3, at § 212(b)(1).
133. Id., § 212(b)(2).
134. Id., § 212(c)(1).
135. Id., § 212(c)(2); S. Rep. No. 91-552, supra note 6, at 102.
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The reason for the change is stated in the Report of the Senate
Finance Committee:
... There appear to have been representations made that male calves
can be traded for female calves tax free as a like-kind of exchange.
The importance of this arises from the fact that ordinarily the ratio
of males to females in a calf crop is approximately 50-50. Since few
males are normally retained in a typical cattle operation, the remaining male calves are castrated and sold as steers at ordinary income
rates. If a tax-free trade of male calves for female calves were
allowed, a breeding herd of females could be built up more rapidly
without tax consequences.' 36

Apparently the Internal Revenue Service was of the view that such
exchanges did not quality under section 1031, even prior to the
amendment, but had not taken a published position on the issue. 3
In two decided cases, the taxpayer has prevailed, but in neither case
did the court seem to come squarely to grips with the issue. 1 38
While the denial of like-kind status seems entirely justified in the
context of the type of exchanges contemplated by the Finance Committee, as described above, it is difficult to see why, within the
conceptual framework of section 103 1, an exchange of a female
breeding animal for a male breeding animal can never qualify as a
like-kind exchange. Nevertheless, Congress has adopted such an
absolute prohibition as a means of preventing an abuse of far more
limited scope.
4. Gain From Disposition of Farm Land.-Section 1252, added by
section 214 of the Reform Act, contains another new recapture rule,
applicable to dispositions of land (during taxable years beginning
after December 31, 1969) with respect to which a taxpayer has
elected to take deductions under section 175 (soil and water conservation expenditures) or section 182 (land clearing expenditures).
Consistent with other recapture rules heretofore discussed, the purpose of section 1252 is to prevent high-income taxpayers from
making short-term, tax-motivated investments in farm land, thereby
converting their ordinary income into capital gains by securing current deductions from their high-bracket nonfarm ordinary income
and subsequently realizing capital gains when the land is sold.1 ' 9
Some complexities and anomalies exist by reason of the considerable
overlap between sections 1251 and 1252. These may be more readily
understood after considering the basic structure of section 1252.
136.
137.
138.
9286
139.

S. Rep. No. 91-552, supra note 6, at 102.
Id.
Leo A. Woodbury, 49 T.C. 180 (1967); Wylie v. United States, 68-1 U.S. Tax Cas.
(N.D. Tex. 1968).
S. Rep. No. 91-552, supra note 6, at 105.
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Section 1252 is patterned after the rules for recapture of depreciation on real property under section 1250. There will be a recapture
of a specified portion of the deductions allowed under sections 175
and 182 (for expenditures made after December 31, 1969) if the
land to which the deductions relate is disposed of within less than
ten years after it was acquired. Thus, if land, with respect to which
deductions under sections 175 and 182 have been allowed, is disposed of within ten years or less after it was acquired, there will be a
recapture of the lower of (1) a specified portion of the deductions
allowed under sections 175 and 182, or (2) the excess of the amount
realized (in the case of a sale, exchange, or involuntary conversion)
or the fair market value of the land (in the case of any other disposition) over the adjusted basis of the land. 1 40 The amount recaptured
will, of course, be treated as ordinary income instead of capital gain.
The portion of the soil and water conservation expenditures and
land clearing expenditures subject to recapture as ordinary income is
100 percent if the land is disposed of within five years after the date
it was acquired. If the disposition occurs within six to ten years after
date of acquisition, the amount recaptured is reduced by 20 percent
a year, with no recapture in the tenth and subsquent years.' 4 The
ten-year limit on recapture is intended to provide some insulation for
bona fide farmers who make and deduct expenditures of the type

subject to recapture.1

4 2

According to the Finance Committee report, the recapture rules
are to apply only to the extent that a tax benefit was derived from
the deductions, 4 3 but the statute is silent on this point.
As a general rule, any gain which is treated as ordinary income as a
result of application of this recapture provision must be recognized
notwithstanding any other provision authorizing nonrecognition of
gain, but rules similar to those in effect under section 1245 (relating
to gifts, transfers at death, nonrecognition transactions, etc.) are to
be applied under appropriate regulations. 1 44
The House version of the Reform Bill' 4 s contained no provision
comparable to section 1252, but relied instead on the application of
section 1251 to treat part or all of any gain on the sale or exchange
140. Int. Rev. Code of 1954, § 1252(a)(1).
141. Id., § 1252(a)(3). There is a hiatus in the statute, in that a specified percentage is
20 percent if the land is disposed of "[w] ithin the ninth year after it was acquired," and
zero percent if disposition occurs "10 years or more years after it was acquired"; no
percentage is specified if disposition occurs within the tenth year.
142. S. Rep. No. 91-552, supra note 6, at 105.
143. S. Rep. No. 91-552, supra note 6, at 105-06.
144. Int. Rev. Code of 1954, § 1252(b). For guidance in the interim, see Int. Rev. Code
of 1954, § 1245(b).
145. H.R. 13270, 91st Cong., 1st Sess. (1969) (passed by the House and referred to the
Senate Finance Committee on Aug. 7, 1969).
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of land as ordinary income. The Senate, however, rejected the House
recapture approach to the farm loss problem in favor of one which
placed a limitation on the amount of farm losses allowable as a
deduction; but it also believed that the farm land problem should be
dealt with and, accordingly, added provisions similar to those now
reflected in section 1252.146 In conference, the Senate's approach
to the farm loss problem was rejected in favor of the House approach
(now section 1251) but the Senate provisions with respect to farm
land (section 1252), were accepted, thus making possible the application of two different recapture rules to dispositions of farm land.'" 7
The inevitable consequence is some overlap between the two rules.
The following will serve to illustrate the interaction between sections 1251 and 1252:
(1) Gain subject to recapture under section 1251 is not subject
to recapture under section 1252.148 Section 1251 thus has
priority of application.
(2) Gain may be subject to recapture under section 1252 even if
there have been no farm losses and even if the expenditures
deducted under section 175 and 182 were incurred more than
five years prior to disposition of the land. Section 1251 does
not apply in either of these circumstances.
(3) Gain may be subject to recapture under section 1251 when
farm land is disposed of more than ten years after it was acquired, if there is an amount in the taxpayer's excess deductions
account and the expenditures deducted under sections 175 and
182 were incurred during the taxable year of the disposition or
during the four preceding taxable years. Section 1252 does not
apply in these circumstances.
(4) The excess deductions account is reduced by amounts recaptured under section 1251 but not for amounts recaptured
under section 1252. Thus, although there may be a balance in
the excess deductions account attributable in whole or in part
to expenditures deducted under sections 175 and 182, the account will not be reduced if the land is disposed of more than
five years after such expenditures were incurred and deducted.
This leaves open the possibility of a double recapture of deductions-upon disposition of the land, under section 1252, and
upon disposition of other farm recapture property (perhaps
totally unrelated to the expenditures giving rise to the balance
in the excess deductions account) under section 1251.
146. S. Rep. No. 91-552, supra note 6, at 105-06.
147. H.R. Rep. No. 91-782, 91st Cong., 1st Sess., 299 (1969).
148. Int. Rev. Code of 1954, § 1252(a)(1).
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Since section 1252 does not depend for its application on the
existence of farm losses, or of an excess deductions account, it is
much broader in its application than section 125 1.
5. Capitalization of Citrus Grove Costs.-Section 216 of the Reform Act added a new Code section 278, requiring the capitalization
of all amounts, otherwise allowable as deductions, which are expended for the planting, cultivation, maintenance or development of
any citrus grove before the close of the fourth taxable year beginning
with the taxable year in which the trees were planted (treating any
portion planted in one year separately for this purpose). Section 278
thus acts as a limitation on the option given to farmers either to
capitalize or to deduct amounts expended for development and
maintenance during the pre-productive period. The new capitalization rule does not apply, however, to amounts expended in replanting a citrus grove which has been damaged or destroyed by freeze,
disease, drought, pests, or other casualty; nor does it apply to any
amounts expended which are attributable to a citrus grove or portion
thereof which was planted or replanted prior to enactment of section
278.149

Section 216 of the Reform Act was added by a Senate floor
amendment introduced by Senator Holland of Florida and passed
without debate. In his brief remarks in support of the amendment,
Senator Holland clearly indicated his purpose to limit the use of the
special farm accounting rule permitting deduction of development
costs and thus to deter speculative plantings of orange groves which
might result in surplus supplies and depressed prices of oranges.' s 0
No reason whatever is given for limiting the application of section
278 to orange groves and thus preserving the optional deduction of
development costs for owners of other fruit and nut orchards and
vineyards. (Under H.R. 19242, awaiting signature by the President,
expenditures incurred during the first four years of development of
an almond grove would have to capitalized).
In making the capitalization of these development costs mandatory, apparently to protect existing citrus groves, Congress has set
a precedent for other possible future restrictions on the special farm
accounting rules.
6. Crop Insurance Proceeds.-Under general tax accounting principles, a cash method farmer who receives insurance proceeds as a
result of destruction of or damage to crops is required to report such
proceeds as income for the year in which received. For the farmer
149. Int. Rev. Code of 1954, § 278(b). Otherwise, § 278 applies to the taxable years
beginning after Dec. 31, 1969. Reform Act, supra note 3, at § 216(c).
150. 115 Cong. Rec. S 15954 (daily ed. Dec. 6, 1969) (remarks of Senator Holland).

NEW MEXICO LAW REVIEW

(Vol. 1

who customarily markets his crop in the year following the year in
which it is raised, such treatment may result in the doubling up of
income for the year in which the crop is damaged or destroyed and
the insurance proceeds are received, because during such year he will
also have marketed the crop he raised in the preceding year.
In order to permit a farmer to avoid the distortion that would
result from the doubling up of income in the manner just described,
section 21 5(a) of the Reform Act added a new section 45 1(d) to the
Code, permitting a cash method taxpayer to elect to include the
insurance proceeds in income for the taxable year following the year
of destruction or damage, provided he establishes that under his
normal practices he would have reported the income from the crops
in the following taxable year." ' On February 16, 1970, temporary
regulations were issued to advise taxpayers of the time and manner
of making the election, which is available for taxable years ending
after the date of enactment of the Reform Act (including the
calendar year 1969, since the date of enactment was December 30,
1969).'

5

2

Absent the election provided by Section 451(d), a cash method
farmer presumably would have a net operating loss for the year
following the year in which the crop insurance proceeds were received (represented by the cost of raising a new crop, with no income
to offset such cost) and such operating loss would be available as a
carryback. As the Senate Finance Committee noted, however, the
farmer would still be required to give up additional tax for a year,
because he would have to pay tax for the year in which the insurance
proceeds were received and then file a claim for refund after the net
operating loss for the following year had been determined.' " A net
operating loss carryback was therefore not considered an adequate
solution. Nevertheless, it seems somewhat ironical that a farmer who
has already benefitted from a special dispensation which relieves him
from the usual requirement of inventorying property held for sale to
customers in the ordinary course of trade or business must now
receive further protection from an adverse tax effect traceable primarily to that special dispensation. Furthermore, the relief provided
shows an awareness on the part of Congress of the disadvantage to a
taxpayer of having to prepay a tax; but it does not disclose any
similar awareness of the advantage to a taxpayer of the tax deferral,
attributable to the prior premature deduction of the cost of raising
the crops.
151. S. Rep. No. 91-552 at 107.
152. Temp. Reg. § 13.3, T.D. 7026, 1970 Int. Rev. Bull. No. 11, at 13.
153. S. Rep. No. 91-552, supra note 6, at 107.
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C Summary of Effect of Reforms
Apart from the new rules affecting the tax treatment of farm
losses (section 1251) and the required capitalization of citrus grove
costs (section 278), the changes in the tax treatment of farmers-i.e.,
depreciation recapture and extended holding period for certain livestock, recognition of gain on exchange of livestock of different sexes,
recapture of section 175 and 182 deductions upon disposition of
land, and elective reporting of crop insurance proceeds-all have one
of the two following characteristics: (1) the circumstances under
which the change applies are very narrow, hence the number of
farmers affected is small; or (2) the number of farmers affected by
the change is relatively large, but the adverse tax impact is relatively
small or (for crop insurance proceeds) even beneficial. The special
farm accounting rules in effect prior to the Reform Act remain substantially unchanged.
The required capitalization of citrus grove costs under section 278
does represent a real change in the special farm accounting rules
heretofore available to farmers. The impact of this change will be
quite small, however, not only because it is limited to citrus groves,
but also because section 278 does not apply to expenditures attributable to citrus groves planted or replanted prior to December
30, 1969.
Left for consideration is the major tax abuse-use of the special
farm accounting rules to create farm losses and convert ordinary
income into capital gains-the target of section 1251. By requiring
additions to the excess deductions account of a taxpayer (if an individual) only if his nonfarm adjusted gross income for the year
exceeds $50,000 and his farm net loss for the year exceeds $25,000,
Congress has left the vast majority of farmers and would-be farmers
unaffected. Even if Congress had adopted the Treasury's recommendation to the Senate Finance Committee-to require additions to
the excess deductions account of any taxpayer with nonfarm adjusted gross income in excess of $25,000 whose farm losses exceed
$15,000-the Treasury estimated that only 9,300 individuals would
have been affected.' s 4 Clearly, only a fraction of that number are
affected under the limitations finally adopted.
In summary, Congress appears to have bent over backward not to
rock the boat for the ordinary working farmer. Whether this is wise,
even from the farmer's viewpoint, will be explored in the concluding
portion of this paper.
154. Hearings on H.R. 13270, supra note 98, pt. 1, at 575 (prepared statement of Edwin
S. Cohen, Assistant Sec. of the Treas. for Tax Policy).
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Part II1.
A LOOK AT THE FUTURE
Even after passage of the Reform Act, the great majority of
ordinary farmers continue to be the beneficiaries of special rules
permitting the expensing of capital costs; the use of the cash method
of accounting, although farm inventories are a material incomeproducing factor; and the conversion of ordinary income into capital
gains through sale of section 1231 assets, part or all of the cost of
which has been previously deducted against ordinary income. A significant number of tax loss farmers may be similarly unaffected by,
or in a position to avoid, the complexities of section 1251. The
situation is analogous to that described by Professor Stanley S.
Surrey, former Assistant Secretary of the Treasury for Tax Policy,
with reference to the present tax treatment of income derived from
investment abroad:
It is just as complex and untidy as any borderline that results from a
cease fire agreement. Essentially that analogy characterized the
legislative compromise that is embodied in the Revenue Act of

1962.'55

Perhaps a similar "cease fire agreement" is in effect with respect to
the special farm accounting rules, but the possibility of further
change may lurk just below the horizon.
A. Harbingersof Things to Come
Professor Surrey has recently noted some of the trends in federal
tax and fiscal policy, including the following:
(1) Increased concentration on equity and fairness in the federal tax
system;
(2) Increased awareness of the nature and magnitude of financial
benefits provided through the federal tax system; and
(3) Increased awareness of the need for more analysis and study of
the issues of tax policy.' s 6
These trends provide an appropriate framework within which to
discuss the possibility and desirability of further changes in the federal income tax treatment of farmers.
1. Increased Concentration on Equity and Fairnessin the Federal
Tax System. -Expressions of the desire and need for broad-based
federal tax reform are not new, but they undoubtedly reached a new
155. Surrey, Changes in U.S. Taxation of BusinessAbroad: The Possible Alternatives, 32
J. Taxation 312 (1970).
156. Surrey, Federal Tax and Fiscal Policy: Some Aspects of Future Developments, 48
Taxes 49, 50-51, 56 (1970).
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pitch during the period immediately preceding passage of the Reform
Act, due in part, at least, to the prediction by Treasury Secretary
Barr, in January, 1969, of a "taxpayer revolt," and his disclosure
that in 1967 there were 155 tax returns with incomes of over
$200,000 and 21 returns with incomes of over one million dollars on
which no tax had been paid. 1 s ' Continuing his testimony, Secretary
Barr stated:
Mr. Chairman, I do not believe the problem is the level of taxation. I
believe rather it is the equity of taxation. People want to feel they
are not paying more than their share and that everyone should pay a
fair share .... s
Perhaps to some ears this definition of equity has the ring of a
platitude. Nevertheless, it is one of the generally accepted standards
by which the soundness of a tax system must be judged."' With
respect to the special tax provisions affecting farmers, therefore, the
inquiry and analysis must be directed to whether they achieve a fair
distribution of the tax burden between farmers and non-farmers,
between cash method farmers and accrual method farmers, and between rich farmers and poor farmers? None of these issues was explored to any significant degree during consideration of the Tax
Reform Act of 1969.
2. Increased Awareness of the Nature and Magnitude of Financial
Benefits Provided Through the Federal Tax System. -In recent years,
increasing recognition and publicity have been given to the manner
and extent to which the federal tax system has been utilized to
achieve goals other than providing revenue, thereby creating innumerable "incentives," "preferences," "exceptions," and other
"special provisions" in the Internal Revenue Code. While much of
157. Statement of Joseph W. Barr, Sec. of the Treas. in Hearings on the 1969 Economic
Report of the President Before the Joint Economic Comm., 91st Cong., 1st Sess. 4, 6
(1969).
158. Id.
159. A less sympathetic view of the principle of equity is expressed in Eisenstein, Some
Second Thoughts on Tax Ideologies, N.Y.U. 23rd Inst. on Fed. Tax. 1 (1965):
We now come to the third ideology-the ideology of equity. This mode of
reasoning is devoted to the noble theme of equality among equals. "It maintains that those who are similarly situated should be similarly treated and
those who are differently situated should be differently treated." Of all three
ideologies, the ideology of equity is the most obliging. It supplies the answer
to almost any prayer. However, as this ideology is commonly applied, equity
consists largely of two principles. The first principle is that equity is special
relief for certain tax payers who are differently situated from all other taxpayers. The second principle is that equity is the privilege of paying as little as
somebody else. Since someone is always paying less, it is always possible to ask
for equity.
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the discussion and debate has been initiated by academicians and tax

experts in the Treasury Department,60 many of the issues have
been treated in more popular publications as well.'

61

Perhaps the most lively debate has centered upon tax reform pro-

posals which have as their goal the adoption of a "comprehensive

income tax base," or "CTB."'

6

Proponents of a CTB advocate a

very broad, all-inclusive definition of net income, accompanied by
the elimination or severe limitation of special provisions, preferences,
etc. which have the effect of "eroding" the tax base. They hope, by
this approach, to achieve a more equal and fair distribution of the

tax burden and perhaps a reduction in tax rates. Opponents of the
CTB maintain that a truly comprehensive tax base is unrealistic and
virtually impossible to attain; that "proposals must be considered
provision by provision and policy by policy, on their particular

merits." 1 6 3 Irrespective of the merits of the arguments on either
side, the debate has contributed to the awareness and understanding

of the importance of timing in income taxation, whether it be attributable to the difference between capital and expense, inventory
and no inventory, accrual methods of accounting and the cash

method of accounting, or other factors.'

64

The greater the aware-

ness and understanding, the greater the likelihood that farmers will
be called upon to defend their particular practices on a rational basis.

Approaching the matter of preferences, etc., from the expenditure
instead of the revenue side of the budget, the Treasury Department
has made significant progress toward development of a "tax expenditure budget" and, in so doing, has given greater visibility to the
financial benefits provided through the federal tax system.' 6 ' The

term "tax expenditure" describes those special provisions of the
160. Joint Comm. on the Economic Report, 84th Cong., 1st Sess., Federal Tax Policy
for Economic Growth and Stability (Joint Comm. Print, 1955); House Comm. on Ways and
Means, 86th Cong., 1st Sess., Tax Revision Compendium of Papers on Broadening the Tax
Base (Comm. Print, 1959); Blum, Federal Income Tax Reform-Twenty Questions, 41
Taxes 672 (1963); Sneed, The Criteria of FederalIncome Tax Policy, 17 Stan. L. Rev. 567
(1965).
161. See e.g., J. Hellerstein, Taxes, Loopholes, and Morals (1963); P. Stem, The Great
Treasury Raid (1964).
162. B. Bittker, C. Galvin, R. Musgrave, and J. Pechman, A Comprehensive Income Tax
Base? (1968) which contains reprints of articles by these authors in 80 Harv. L. Rev. 925
(1967) and 81 Harv. L. Rev. 44, 63, 1016, and 1032 (1968) together with additional
comments.
163. B. Bittker, C. Galvin, R. Musgrave, and J. Pechman, A Comprehensive Tax Base? 1
(1968).
164. Id., at 34-49. The importance of timing to farmers is explored in detail in Davenport, A Bountiful Tax Harvest, 48 Tex. L. Rev. 1 (1969).
165. Statement of Joseph W. Barr, supra note 157 at 4-44; Statement of Stanley L.
Surrey on the Tax Expenditure Budget in Hearings on Economic Analyses and Efficiency in
Government of the Joint Economic Comm., 91st Cong., 1st Sess., 82-159 (1969).
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Code which represent government expenditures made through the
tax system (by reduced revenue) to achieve various social and economic objectives which might be achieved, perhaps more efficiently,
in some alternative way (e.g., by direct subsidy).'66 Proponents of
the tax expenditure budget suggest that a full accounting for tax
expenditures as part of the budgetary process would give visibility to
given
such expenditures and subject them to the scrutiny ordinarily
1
to expenditures by Congress and the Bureau of the Budget. 67 This
proposal also has generated a vigorous debate, particularly over its
feasibility and the problem of identifying which provisions represent
tax expenditures and which do not." 68
Significantly, in the study presented to the Joint Economic Committee of Congress, in which the budget was extended to include
estimated expenditures made through the income tax system for the
fiscal year 1968, the Treasury Department estimated that tax expenditures within the functional category of Agriculture and Agricultural Resources amounted to 930 million dollars, or 15 percent of
total direct budget outlays within the same functional category. Out
of total tax expenditures of 930 million dollars, 800 million dollars
was estimated as being attributable to (1) the allowance to farmers of
current expense deductions for costs which represent capital improvements or inventories on hand at year end, and (2) capital gains
treatment accorded the sale of 1livestock, orchards, vineyards, and
comparable agricultural activities. 69
Assuming the accuracy of these figures, is it not appropriate to ask
whether, if called upon to do so, the agricultural community would
be prepared and able to justify these expenditures to the Bureau of
the Budget and the Agriculture and Appropriations Committees of
Congress?
3. Increased Awareness of the Need for More Analysis and Study
of the Issues of Tax Policy. -Perhaps the answer to the question
raised in the preceding paragraph depends upon the results obtained
from further study and analysis. Professor Surrey asserts that "[tI oo
often problems get pushed to the forefront of the legislative process
without an adequate background of study to help shape their resolution. All involved-the Treasury, the Congressional staff, the Com166. Statement of Joseph W. Barr, supra note 157 at 32.
167. Id.; Surrey, Tax Incentives as a Device for Implementing Government Policy: A
Comparison with Direct Government Expenditures, 83 Harv. L. Rev. 705, 728-32 (1970).
168. Bittker, Accounting for Federal "Tax Subsidies" in the National Budget, 22 Nat.
Tax J. 244 (1969); Surrey and Helmuth, The Tax Expenditure Budget-Response to Professor Bittker, 22 Nat. Tax J. 528 (1969); Bittker, The Tax Expenditure Budget-A Reply to
Professors Surrey and Hellmuth, 22 Nat. Tax J. 538 (1969).
169. Statement of Joseph W. Barr, supra note 157 at 35-36.
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mittee members-are forced to grapple with the problems without
the benefit of prior careful analysis and data gathering." 1 o
Most of the special farm accounting rules have been in effect for
many years, some almost from inception of the income tax. Yet no
meaningful or persuasive evidence or data appears to have been developed with respect to any of the following questions:
(1) How difficult would it be for farmers to determine taxable
income by use of the accrual method of accounting?
(2) Would it be feasible to adopt some accounting conventions
or formula type methods of approximation where the strict
accrual method is not feasible?
(3) Are the incentive features of sections 175 and 182 accomplishing their intended purpose? Do the benefits justify the
cost?
(4) How much of the tax reduction or deferral attributable to
the special farm accounting rules actually benefits the farm
economy?
(5) Are the benefits commensurate with their cost?
(6) Are the benefits enjoyed by farmers in proportion to their
need?
These questions, and possibly others, should be considered in developing a fair and efficient tax policy for agriculture. Conceivably,
upon closer examination, a majority of farmers might conclude that
there are more fair and effective ways to distribute the tax burden,
even among themselves.
B. Should Farmers' Tax Benefits Be Continued?
Revision of the special farm accounting rules does not appear to
be high on the list of tax reform priorities, but a truly comprehensive
income tax reform would almost certainly encompass proposed
changes in this area. Inasmuch as tax issues are almost invariably
sensitive political issues, however, there is a good chance that the
present tax treatment of farmers would never be disturbed. Certainly
the prospects for change would be slim indeed if met with the
unified opposition of the farm lobby.
Defense of the special farm accounting rules would involve their
justification, in terms of equity and fairness, vis-a-vis numerous other
special provisions, preferences, incentives, etc. in the Code, and
vis-a-vis other taxpayer groups. Difficult as this may be in theory,
political pressure alone may in practice be enough to assure a successful defense. A more pertinent question is whether farmers are being
170. Surrey, supra note 156 at 56.
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treated fairly and equally inter se. If not, and if a significant number
of farmers, perhaps a majority, are in the disadvantaged group, the
farm community might find itself in the position of espousing change
instead of resisting it.
An article' '7 in the most recent issue of Agricultural Finance
Review, published annually by the Economics Research Service of
the United States Department of Agriculture, contains statistical data
relevant in determining which farmers benefit the most from the
special farm accounting rules. The data relates to the year 1966, "a
year of relatively high farm income":
(1) Many individuals with low farm earnings do not file federal
income tax returns, presumably because they have less than the
minimum taxable gross income.
(2) About three million individuals reported farm earnings on
their 1966 returns; of these, only 40 percent listed farming as
their major income source.
(3) Of those reporting(a) One fourth reported "less than $2,500 before taxes
from combined farm and off-farm sources. They accounted
for just five percent of the total income of individuals with

farm earnings."

' '7 2

(b) About one-third did not pay any tax, presumably because of personal exemptions and deductions. Of those
paying taxes, about 30 percent paid less than $250.
(c) One-half reported less than $5,000 from combined
sources. They paid less than five percent of the taxes but
accounted for 30 percent of those reporting who paid
taxes.
(d) Nearly one-third reported $5,000 to $9,999 from
combined sources.
(e) One-sixth reported $10,000 or more. They accounted
for about one-half of the reported income and paid nearly
three-fourths of the taxes. Individuals reporting $50,000 or
more represented one percent of those reporting but paid
more than 30 percent of the taxes.
(4) Individuals with farm losses averaged larger incomes from
all sources, even after deducting farm losses, than individuals
with farm profits. Not only were taxes larger on farm loss returns, but they tended to increase as losses increased.
171. Reinsel and Browning, Federal Income Tax Payments From the Farm Sector, 31
Agricultural Finance Rev. 35 (1970).
172. It is not entirely clear whether the statistics are based on taxable income or adjusted
gross income, but the conclusions to be drawn therefrom would be similar in either case.
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Even a casual review of these statistics would lead one to conclude
that the special farm accounting provisions (a) provide no benefit
whatever for a substantial number of farmers, (b) provide only
minimal benefits for a great majority of farmers, and (c) provide
substantial benefits only for a small minority of farmers at the higher
income levels, many of whom may be engaged in farming only as a
sideline.
With the exception perhaps of deductions for soil and water conservation expenses under section 175, which are allowed in part to
encourage sound conservation practices, the special farm accounting
rules are relief measures-"adopted as a means of relieving the ordinary farmer of the bookkeeping chores associated with inventories
and an accrual method of accounting." 1 '7 They do have an unintended incentive effect, however, in that they encourage nonfarmers to invest in farming to obtain the tax benefits; and such
investments, if tax motivated, allegedly create distortions in the farm
economy. They also encourage the continuation of inadequate
record keeping systems.
Do the farmers intended to be benefitted actually receive the
benefits of the special farm accounting rules? To the contrary, the
primary beneficiaries are those least in need of relief; and those most
in need of relief receive few or none of the benefits. The special rules
are of no benefit to those farmers who would not have any tax to
pay in any event. The benefit to those farmers who do pay taxes
increases as their income and rate brackets increase. Yet the traditional notion of why the special farm accounting rules are necessary
is that the ordinary farmer is unsophisticated in matters of accounting, and it would be unduly burdensome to require him to maintain,
or employ others to maintain, adequate accounting records.
Assume for the moment that, in lieu of the special farm accounting rules, Congress was asked to approve an 800 million dollar annual
subsidy to farmers, more than 75 percent of which would be paid to
farmers with annual incomes of $10,000 or more. Would such a
proposal have any rational justification sufficient to gain congressional approval? Would farmers as a group support it? A negative
answer to both questions seems clear. The high income farmer is best
able to employ the complex and sophisticated accounting system
which is said to be necessary to clearly reflect income. Presumably he
has become the most accustomed to the complex society in which
we live, has probably introduced innovations and refinements in the
operation and management of his own farm, and should be the least
173. H.R. Rep. No. 91-413, supra note 6 (Part 1) at 63.
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dismayed to learn that he must accommodate his accounting practices to meet the demands of a modern tax system.
If elimination of the special farm accounting rules, accomplished
by some realistic concessions in the interest of simplified accrual
accounting, were proposed as part of a broad based program of tax
reform, the majority of farmers would have little to lose-and perhaps much to gain, if such reform made possible a broader tax base
and consequent reduction in tax rates. At the very least, the majority
of farmers should refuse to defend a set of rules which significantly
benefit only a small minority of farmers, all at the high end of the
income scale, without some quid pro quo which would result in an
equitable overall distribution of tax benefits among all farmers.
CONCLUSION
The provisions of the Tax Reform Act of 1969 which apply
specifically to farmers, both ordinary and of the Wall Street variety,
are difficult, complex, and largely ineffective in accomplishing any
meaningful reduction or limitation of the tax advantages available to
farmers as a class but benefitting mostly those in the higher-income
tax brackets. Further reform would seem to be appropriate, not only
to reduce or eliminate the inequities of tax treatment as between
farmers and other taxpayer groups, but also to reduce or eliminate
the inequities of tax treatment of farmers among themselves.

